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PREFACE 


The fundamental economic problems of public utility enterprise and 
its regulation are inextricably linked with the scope and effects of com¬ 
petition and monopoly. That monopolistic and competitive forces underlie 
many public utility problems is almost self-evident and has been recog¬ 
nized in a general way, but there never has been an attempt to present a 
unified treatment of public utility affairs from this point of view. There 
seems to be afforded, therefore, a fitting approach to fundamental and 
still controversial issues by a comprehensive analysis of the bearing of 
competition and monopoly in public utility business, especially where rate 
making, public welfare, and social control are involved. 

The years since the turn of the twentieth century have marked, first, 
the gradual elimination of duplicated public utility properties, and the 
ascendancy of monopoly subject to legal control. Dissatisfaction with the 
prevailing regulatory machinery and with the practices of private com¬ 
panies indicates the possible reinstatement of some direct competition in 
the future. Second, the struggle for the market between public utility 
services and substitute products and services has recently been given 
great emphasis in the literature of public utilities. This study proposes to 
investigate the present status and the probable future trend of direct 
competition in the public utility field, to judge the effectiveness of indirect 
competition by substitution as a means of control, and to ascertain and to 
criticize the extent to which public utility rates are affected in practice 
by competitive factors. 

Such a program necessitates also an attempt to determine whether the 
public service companies, once they have been granted the exclusive 
privilege of providing for fundamental social needs, have advanced that 
end to the greatest extent. The question is whether there are available 
and in use sufficient checks upon monopolistic power to assure the highest 
measure of social service in the rendering of essential public utility 
services. The point of view adopted for this study is that any method of 
meeting basic economic needs probably will not, and certainly should not, 
endure unless it represents the best available way to accomplish the fullest 
measure of service to society and unless there is a recognition of that 
social responsirtlity on the part of those who furnish the services. This 
is the issue in the present and proposed activities of the federal govern¬ 
ment in the development of power resources and in the suggestions and 
efforts being made to effect a sound coordination of the various means 
of transportation. 

Since the purpose of this study is to scrutinize public utility enterprise 
and its regulation by public authority, insofar as monopoly and competi¬ 
tion are involved, it has been necessary to examine the opinions of the 
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public utility interests and to study the judgments of the state commis¬ 
sions recorded in their published decisions. Secondary material, frag¬ 
mentary and opinionated for the most part and much of it noticeably 
biased, has perforce been consulted extensively. It has been necessary to 
peruse the trade journals because an acquaintance with the opinions and 
practices of the public utility interests can best be gained by reference to 
their publications. Investigations conducted in recent years by various 
agencies of the federal and state governments have provided much use¬ 
ful material not hitherto available. Statistical data, from government and 
private sources, have been indispensable, and information received through 
correspondence with various men in business and regulatory circles has 
been helpful and is gratefully acknowledged. 

The writer has endeavored to avoid unjust condemnation in his 
criticisms. In view of the mass of confused and biased literature which 
bears on the problems of this investigation, an open mind has been as 
essential as it has been difficult to maintain. In order to focus attention 
on the competitive and monopolistic forces, it has been necessary to be 
comprehensive and concise in dealing with many points, except where 
brief treatment would result in superficiality. In regard to the compara¬ 
tive efficiencies of alternative methods of supplying a given service, e.g., 
for power or heat, it has been necessary to avoid prolix technical dis¬ 
cussion and to rely largely upon the conclusions of what seem to be the 
most competent and unbiased investigators. This difficult and dynamic 
field is still incompletely explored in a scientific way, however, so that 
care must be taken not to confuse assertions with facts. 

This study was undertaken originally at the suggestion of Dr. Horace 
M. Gray, Associate Professor of Economics in the University of Illinois. 
For his helpful suggestions at all times, grateful acknowledgment is 
made. The writer also is indebted to Dr. M. M. Bober, Professor of 
Economics in Lawrence College, to Dr. Frank Fetter, Professor of 
Economics, Emeritus, in Princeton University, and to the late Dr. Edward 
Berman, formerly Associate Professor of Economics in the University 
of Illinois, all of whom read the manuscript at one stage or another and 
offered valuable suggestions. The judgments and conclusions expressed 
in the following pages are those of the writer, however, and only he 
should be held accountable for them. 

Some of the ideas developed in this monograph, „particularly in 
Chapters VI and VII, were included in an article entitled “Competitive 
Significance of Substitutes for Public Utility Service/* which was 
published in The American Economic Review, March, 1937 . 


Burton N. Behling 
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Chapter I 


INTRODUCTION 


This monograph might be considered, in part, as a study of public 
utility regulation, for it is apparent that an examination of the extent 
and action of competition, and of its counterpart, monopoly, in the public 
utility industries is closely associated with the problem of social control. 
Insofar as duplication is permitted, there is an admission that regulation 
by law is not able to control effectively. The present agitation for 
municipal competition, for the introduction of laws less favorable to the 
protection of the monopolized industries, and for complete public owner¬ 
ship and operation is witness to the imperfections of the regulatory 
process. Hence, it is not surprising that there is developing an insistent 
demand for greater reliance upon competition as a supplement to regula¬ 
tion, not because it is the preferred method of organization and control 
for these industries, but because regulation has not been equal to the task 
set before it. 

It is granted, of course, that the acceptance of governmental regula¬ 
tion of rates and services should not mean the abandonment of economic 
principles. Legal attempts to control public utility affairs very properly 
take sound economic doctrine as their starting point Statutory and 
administrative regulation has not attained perfection , and this makes 
pertinent the question whether or not it is desirable to place some reliance 
upon competition as a means of control over public utility enterprises. 
Without passing judgment at once on the proper relationship between 
legal control and freedom of enterprise, it should be noted that the 
regulatory bodies themselves have not been inclined to sever all relations 
with the economic laws of competitive price. To the contrary, the 
tendency has been to call attention to the fact that “state regulation 
correctly administered does not abandon economic principles.” 1 Regula¬ 
tion, it has been stressed, is to be considered “an aid to, and not in lieu 
of, and must harmonize with natural laws.” 2 That “there are now and 
probably always will be situations in which public convenience and 
necessity are best served by a certain amount of competition,” 8 is a com¬ 
mon expression by public utility regulators. Since this is a common view 


*Re Terre Haute, /. and E. Traction Company (Ind.) P.U.R. 1933B, 731. Cf. Farmers' 
and Merchants* Co-operative Telephone Company v. Boswell Telephone Company (Ind. Sup. 
Ct.) 187 Ind. 371, P.U.R. 1918E, 172, 177. 

In the headnote of another case this statement is found: "The prevailing policy in the 
state regulation of public utilities favoring regulated monopoly rather than the encouragement 
of competition is not an absolute and unvarying rule and should be followed only where public 
interest is protected by its application.*’ Re Industrial Gas Company (Mo.) P.U.R. 1929A, 516. 

*Re Terre Haute, /. and B. Traction Company (Ind.) P.U.R. 19*36, 731. 

*lbid. 
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IO COMPETITION AND MONOPOLY IN PUBLIC UTILITY INDUSTRIES 

of regulatory authorities, it is desirable to go to commission policies as 
set forth in their decisions to ascertain what place now is given to 
competition in the scheme of public utility control. 

One remedy that has been proposed for the infirmities of regulation 
is to base rate control on the competition which public utilities meet in 
the form of substitute products and services. It is contended that the 
public utility industries, far from being “natural” monopolies by virtue 
of legal restriction of duplicate properties, operate under conditions that 
are predominantly competitive. The allegation that the choice of what to 
buy is equivalent as a price-conditioning influence to that of where to buy 
a single product or service invites investigation. When it is asserted, for 
example, that over seventy-five per cent of the electric light and power 
business is highly competitive, or that except for a “trivial amount” the 
local utilities are subject to “keen competition,” a statement is made 
which should not go unchallenged. 4 Popular opinion, including that of 
many who would deny that the other classes of public utility customers 
are served under competitive circumstances, would express an over¬ 
whelming belief in the strictly competitive nature of the industrial power 
and heat business. Aside from the question whether or not competition 
can be relied upon, with justice to all concerned, to effectuate reasonable 
rates, there is a further field of inquiry regarding the extent to which 
competitive factors are taken into account now in rate-making procedure. 
It is within the province of this work to examine the assertion that the 
traffic-will-bear principle, rather than cost, is the prevailing rule in rate 
making, applied in such a way as to favor some classes of service at the 
expense of others. ^ 

Briefly, the purposes of this study may be stated as follows: first, to 
show the basis for and the extent of monopoly in the operation of the 
local public utilities, with special attention to a critical survey of state 
commission procedure under the law regulating public service companies 
and to the increasing reliance upon competition as an ally of regulation; 
second, to judge the effectiveness of competition by substitution of 
alternative products and services in restraining public utility rates, and, 
following from that, the advisability of permitting rate making based 
solely on the competitive principle of what the traffic will bear; and, 
third, to ascertain how rates are determined for the several classes of 
customers at the present time under state regulation and to pronounce 
judgment upon those methods. Latent in all these considerations is the 
question whether or not the present organization and conduct of public 
service enterprise need to be changed in order to serve adequately the 
welfare of society. 

‘Cabot, Philip, “Public Utility Rate Regulation,' 1 Harvard Business Review, Vol. 7 (19*9). 
PP- *57# 415- 
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This study is limited to the local utilities, more specifically, to the 
electric, gas, telephone, and local transportation industries. Specific refer¬ 
ences to the water utilities are meagre because competition is of less 
account in that industry. There are also occasional references, chiefly 
for purposes of analogy, to interstate operations and to the railroads, 
which are subject to federal regulation. If nothing else, this procedure 
may serve to demonstrate that the characteristics of the railroad industry 
and of the local utilities are distinctly similar insofar as competition and 
monopoly are concerned. In fact, it might have been wise to study them 
all together were it not for the fact that some restriction of the scope 
of the study seemed advisable in order to permit a more intensive 
examination. Indeed, exclusive attention might have been devoted to a 
single one of the local utilities. There is great need for detailed research 
on a basis of cost and quality of service to determine the true relation of 
alternative products and services which seem to be real competitors. But 
what might have been gained by that method in simplicity of treatment 
and finality of conclusions would have been more than balanced by the 
loss in perspective which can be attained by covering a fairly broad field. 
As it is, the electric light and power industry has been the recipient of 
the greatest share of attention, partly because it affords the most available 
data and partly because the principles which are in the main generally 
applicable to the other utilities, despite differences of detail and of admin¬ 
istration, can be demonstrated more clearly in that type of enterprise. 

One noteworthy difference between the electric light and power indus¬ 
try and the local transportation utilities is that while the latter have been 
on the defensive in the competitive battle with non-utility alternatives 
such as the taxi and the private automobile, the electric light and power 
industry has been the aggressor in its field, seeking to extend its domain 
into the territory formerly dominated by other sources of energy. This 
is but one way of expressing the known fact that the electric light and 
power industry is a rapidly expanding industry while the local trans¬ 
portation utilities are growing much more slowly, if at all. However, 
there is probably no difference in the fundamental effects of the competi¬ 
tion even so, although it may be true that indirect competition is a more 
adequate check on rates in the case of a public utility forced to battle for 
its continued existence than in the circumstance where the public service 
industry can carry the competitive challenge to its rivals at its own 
inclination. 

This study seeks to bring into relief fundamental principles. Even 
though comprehensive and reliable data were readily available concerning 
all of the problems touched upon, which is decidedly not the case, limita- 
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tions of time and space would not permit complete discussion of particular 
topics covered in this investigation. Cursory treatment of numerous 
problems has been unavoidable in covering so broad a field. Domestic 
rates, municipal competition, the certificate of convenience and necessity, 
rural electrification, intercorporate relations, sales policies, and the promo¬ 
tional rate, to mention a few, are all subjects worthy of extended indi¬ 
vidual treatment, and some of them have received it. Hut each of these 
matters could be considered only insofar as it had a distinct bearing on 
the main theme, the competitive and monopolistic aspects of public utility 
enterprise. 

It is apparent that many of the writers on public utility economics, 
and especially the supporters of the doctrine that intense competition by 
substitution obtains in the public utility industries, have been blinded by 
the glare of exceptional situations, and have been led to the erroneous 
conclusion that the special circumstances that they depict are typical of 
the industries as a group. A broader view, based on the facts to be sure, 
but avoiding the pitfall of inductive reasoning to a generalization that is 
false because too narrow a range of data has been surveyed, has been 
adopted in the present examination. 

The work cannot claim to be conclusive on every point raised. More 
questions are introduced, no doubt, than problems solved. Nevertheless, a 
recognition of problems and of their ramifications is prerequisite to their 
solution. It is believed that the extent, results, and import of competi¬ 
tion in the public utility enterprises are set forth in the following pages 
in a more comprehensive fashion than heretofore has been attempted. If 
so, to the extent that the need for social control is dependent upon the 
ineffectiveness of competition as a regulating force, this study aims to be 
helpful in indicating the direction that reform in regulatory policy and 
procedure should take. 

Since one of the main objectives of the investigation has been to 
examine commission policies in controlling competition and in allowing 
for it in rate making where competition cannot be eliminated, commission 
cases and court reviews which bear any reference to monopoly and com¬ 
petition have been consulted in detail It has been deemed more appro¬ 
priate to concentrate attention on the^activity of the commissions under 
the law than on the legislation itself. This is consistent with the view that 
it is not so much the prevailing theory of legal control which is under 
fire as it is the results which have been obtained in the practical applica¬ 
tion of the principles inherent in the laws. Because the study has been 
concerned more with commission procedure under the law than with the 
statutes themselves, not much time has been devoted to a perusal of the 
laws except where that has been essential to an interpretation of the 
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legality of commission action. 5 The regulating activity of the leading state 
commissions has been given special attention, as typical of the most 
advanced thought and practice in regulation and rate-making. 

Because the terms competition and monopoly are concepts funda- 1 
mental in this study, it is imperative that there be a clear understanding 
of what is meant by them. Interest is directed here to the play of com¬ 
petitive and monopolistic forces in public utility business, but the observa¬ 
tions that are made bear on the more general problem of the functioning 
of the two forces in all of economic activity. Likewise, attention is 
centered on competition and monopoly in selling the service, but not* 
entirely to the exclusion of their operation in other phases of public 
utility activity. When public utility rates are the object of investigation 
in a succeeding chapter, a focal point is found in the competition among 
buyers who arrange themselves into more or less distinct classes so as to 
create the problems of composite demand and discrimination. 

Of the two concepts under observation, competition especially has not 
received, until recently, sufficient painstaking analysis by economic 
writers. Consequently, it is a blanket term that has been made to cover 
a number of ideas and hypotheses which appear sometimes to be para¬ 
doxical. 6 But the notion of independent action or individual quest for 
maximum gain is the starting point. Self-interest is the keynote, and in 
essence competition is a race of one against another. Economic competi¬ 
tion, however, is expected to be more than a mere selfish struggle for 
existence whereby one person gains to another's disadvantage. The dis¬ 
tinguishing feature of economic competition is that the rivalry is directed 
to the rendering of service and to the obtaining of scarce goods on the 
part of the buyer in the market. Competition in selling, or the endeavor 
of sellers to court buyers' favor, is expected to lead to the weal of society 
by improvement of quality and the lowering of price by restricting the 
latter to the point of cost. Economy in the utilization of material and 
human resources likewise is supposed to result from their direction into 
channels where demand, as reflected in price, is most insistent. V* 

The doctrine of the advancement of welfare through competition does 
not go unchallenged, however. Not everyone has been willing in all cir¬ 
cumstances to shake the “invisible hand” of Adam Smith, and there has 

•Two sources have been particularly useful in providing information concerning the extent 
of jurisdiction of state commissions to regulate public utilities. See Bonbright and Company, 

A Survey of State Laws on Public Utility Commission Regulation in the United States (ad ed.). 
Federal Power Commission, State Commission Jurisdiction and Regulation of Electric Rates and 
Service. Electric Rate Survey, Rate Series No. 6, 1036. 

•One writer has mentioned the following hypotheses which have been associated with the 
idea of competition: firstly, every economic factor seeks a maximum net income: secondly, 
there is but one price for commodities of the same quality in the same market; thirdly, the in¬ 
fluence of the product of any one producer upon the price per unit is negligible; fourthlv. the 
output of any one producer is of minor importance compared with the total output; and fifthly, 
each producer orders the amount of his output without regard to the effect of his act upon the 
conduct of his competitors. Moore, H. L., “Paradoxes of Competition,” Quarterly Journal of 
Economics, Vol. ao (1905), p. an. 
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been a noticeable reaction against self-seeking individualism in an in¬ 
creasing number of fields. It must be remembered that under a system of 
private property and freedom of contract, competition implies not only 
rivalry in rendering a service, but also alertness in exacting the greatest 
possible amount of gain in exchange for a minimum of sacrifice or cost. 
Competition has not always been equal to its task as a spontaneous form 
of beneficent control. The conception of a competitive price as a 
“natural” price is not reassuring when it is realized that competition 
rarely if ever works in practice with the precision and perfection which 
kheory ascribes to it. 7 Sometimes competition operates apathetically; in 
other circumstances it degenerates into costly and bitter rivalry. Deceit 
in purveying inferior quality, class warfare between unequals, and undue 
“puffing” in advertising and selling vitiate the claim for the universal 
beneficence of competition. Sometimes the race which is termed competi¬ 
tion descends into cut-throat tactics, with their resultant instability. Then 
there is loss from duplicated effort; but competition loses its raison d'etre 
when it does not economize resources and conserve human energy. Com¬ 
petition, then, bears no charm which merits the badge of inherent justi¬ 
fication. Competition, rather than simply a “natural” phenomenon, is a 
social experiment continually on trial, and it may be accurate to say that 
many economic activities are left to the mercy of competitive self-seeking 
because of the “sheer default of any clear social judgment or effective 
social policy.” 8 

Competition has been used in this study not only to include the 
struggle of like with like but also to denote the rivary between substitute 
commodities and services in the same market. Direct competition has 
been used to cover the entire production of a single service from what¬ 
ever source derived, when those sources may be said to be competing in 
some degree with each other. For example, electric energy may be pro¬ 
duced under competitive conditions by two privately owned public utili¬ 
ties, by a privately owned utility and a municipal plant, by a mutual 
cotnpany and a public utility, or by a public utility and an isolated private 
plant. The comparison of rates between localities ordinarily considered 
separate market areas is likewise discussed under this head, for such 
comparisons are sometimes influential, supposedly, in determining the 
location of industry, and rate contrast is a device frequently used by 
regulating bodies in their attempts to ascertain reasonable rates. The 
“yardstick” idea is getting too much attention now for it to be ignored in 
this investigation. 

The term direct competition has been adopted because it offers the 
most convenient approach to the problem of competition in public utility 

'Robinson, Joan. The Economics of Imperfect Competition. 

•Clark, J. M., Social Control of Business, pp. 50 - 51 . 
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industries, there being a separate treatment' of the indirect competition 
covering situations where two or more products or services, non-identical 
physically but similar in use, seek to satisfy the same demand. As an 
example, wood, coal, oil, gas, and electricity are alternative ways of pro¬ 
viding heat and power. The competition for the consumer's dollar is 
given some consideration in this connection also. Apart from the con¬ 
venience of treatment, the distinction made between direct and indirect 
competition appears logical, for the nature of the product or service is 
more fundamental to the question of whether competition is direct or not 
than is the source of that product or service. 

At the opposite extreme from conditions of pure competition stands 
monopoly; and, from one point of view, all competition may be looked 
upon as a striving after monopoly. In fact, the simplest way of defining 
monopoly is by reference to and in terms of its antithesis, which is com¬ 
petition. The meaning of monopoly has been said to be “that substantial 
unity of action on the part of one or more persons engaged in some kind 
of business which gives exclusive control, more particularly, though not 
solely, with respect to price.” 0 When such control is achieved, the 
monopolist's pricing policy, unless restricted, will be governed by the 
desire to obtain the greatest possible net profit. 

In this investigation, the supply side of the market is the primary 
interest. For present purposes, then, the essence of monopoly is control 
over supply such as to give some control over price. But in the case of a 
seller's monopoly, it is not to be supposed that the price control of the 
monopolist is in no degree curbed. Control of supply does not include 
the power to compel demand, which remains an independent factor 
wielding its own influence in price determination. The monopolist still 
must take into account the elasticity of the demand for his product or 
service; and the degree of elasticity, in every case, will depend in some 
part on the possibility of substituting an alternative product or service 
for the monopolized one. Moreover, when a monopolist controls a 
product or service which is produced under conditions of decreasing 
cost, another complication appears which adds to his difficulty in 
determining the price that will yield the greatest net revenue. 

Careless use of the terms competition and monopoly has resulted in 
inaccurate conclusions as to their relative prominence in the public utility 
industries. There has been a general tendency to refer to a business as 
though it were either purely competitive or entirely monopolistic. Hence, 
any evidence of competition in a public utility enterprise has been offered 
as proof of the competitive nature of the business. At the same time, 
the fact that some public utilities are protected, within limits, from rival 

•Ely, R. T., Monopolies and Trusts, p. 36. 
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sellers has served to stamp them as “natural” monopolies in the minds of 
others. In the words of a recent investigator of the operation of com¬ 
petition in a field wherein sellers are few in number, there is a “general 
disposition .... to regard economic phenomena as adequately ex¬ 
plained by the theory of monopoly at one extreme, and of competition at 
the other; and especially to regard the theory of ‘perfect* competition as 
an acceptable approximation for all cases where there is any element of 
competition at all.” 30 The close relation of this study to the theory of 
monopolistic competition, which has been developing rapidly in the last 
few years, will be obvious to those who have been following that 
development. 11 

An accurate judgment of the situation in the public service industries 
demands a recognition that competition and monopoly are never absolute; 
they are perhaps never found in the pure form. In most circumstances, 
elements of both competition and monopoly will be found to be co¬ 
existent. If the monopoly elements are stronger, there is a degree of 
price control by the monopolist. In this connection, there arises the ques¬ 
tion as to how much price-determining influence can be attributed to the 
competition of one product or service with another product or service 
which caters to the same demand. In such cases, the problem is compli¬ 
cated by the necessity for balancing qualities of service against price 
differences in order to put the competing commodities and services on a 
comparable basis. 

> The controversy as to whether monopoly or competition is the more 
efficient form of organization, which generally has resulted in a verdict 
in favor of competition, probably has been inaccurately phrased. “Their 
mutual relationship is concealed when they are treated as absolute 
opposites”; for while “they are indeed antagonistic, yet, as may be 
asserted of all opposites, they not only conflict, but generate each other. 
An organization of exchange based upon the principle of competition can 
nevertheless exhibit monopoly conditions. Monopoly and competition are 
special positions and strategic groupings of sellers and buyers in exchange 
and in price making, one of which shades imperceptibly into the other.” 12 
It is believed that the problems which this study undertakes to analyze 
will be made more understandable if the idea that competition and 
monopoly are not mutually exclusive is kept in view. 

In fact, it would be well for economists always to recognize speci¬ 
fically the relativity of competition and monopoly. Economists sometimes 
write, and apparently think too, in terms of a perfectly competitive 

^Chamberlin, E. H., ’‘Duopoly: Value Where Sellers Are Few/' Quarterly Journal of 
Economics ; Vol. 44 (19*9-1930}. p. 63. Cf. Foreman, C. T„ "Theories and Tests of Monopoly 
Control." American Economic Review, Vol. 9 (1910), p. 48 a. 

"Chamberlin. E. H., The Theorv of Monopolistic Competition, 

"Ltefman, R., "Monopoly or Competition as the Basis of a Government Trust Policy," 
Quarterly Journal of Economics, Vol. 29 (1924-191$), pp. 308, 315. 
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mechanism, without stressing the unreality of such a concept in actual 
economic activity. To do so gives to the statement of an economic law 
a simplicity and rigidity unwarranted. It widens the breach between a 
theoretical pricing system based on competitive action and the artificially 
begotten rules of state-regulated prices. When it is pointed out that state 
determination of a fair price or rate is not always very satisfactory, it 
should also be remembered that “competitive” prices in the real world are 
not determined so simply and automatically as is customarily assumed. 
Ignorance, tradition, inertia, transitions, and monopolistic elements com¬ 
plicate the economic machinery, and give rise to all those exceptions and 
variations to economic laws which are encompassed in the terms “eco¬ 
nomic dynamics” and “frictions.” 

The following chapter is a brief outline of the development of public 
utility control from the early period of unsatisfactory competitive duplica¬ 
tion down to the introduction of the mandatory state commission, the 
prevailing regulatory device at the present time. In Chapter III, the 
theoretical basis for seller’s monopoly in public utility industries is dis¬ 
cussed, and the nature of the market in purchasing transactions also is 
examined. The popularity, until recently, of public utility securities in 
the markets for capital, a standing which was achieved by the partial 
escape from the uncertainties and risks of competition, is noted. The 
competitive risks in public utility enterprises are mitigated, also, by 
virtual control of the seller’s market, by complex intercorporate relation¬ 
ships, and by the use of fuel clauses. A few paragraphs at the end of the 
chapter are concerned with competition in the merchandising of appli¬ 
ances. Chapters IV and V examine the present status of direct competi¬ 
tion in the public service industries, stressing commission control of 
competition under the law, the possibility of wide-spread municipal 
operation in the future, the significance of proposed power projects 
promoted by the federal government, and the struggle with the isolated 
plant. One of the main objectives of the study, to pronounce judgment 
upon the claim that indirect competition, as defined above, is sufficiently 
effective in the local utility industries to constitute a rate-restraining 
influence which will insure the consumers against exorbitant rates, is the 
scope of Chapters VI and VII. Following that, Chapter VIII aims to 
discuss and to criticize present rate-making practices and commission 
supervision of them, especially insofar as competition is a factor in the 
designing of rates. Chapter IX is a summary of the entire investigation. 



Chapter II 


OUTLINE OF THE DEVELOPMENT OF PUBLIC 
UTILITY CONTROL 


The reasons for the present regime in public utility operation under 
monopoly cannot be completely comprehended without some attention 
to the circumstances which attended the development of public utilities 
and to the early experiments with various regulatory devices. It is not 
intended to provide an exhaustive narration of public utility development 
and of the gradual supplanting of competition by monopoly and regula¬ 
tion. The availability of thorough studies on this subject makes more 
than a brief recital of the early conditions unnecessary in the present 
work. 1 The present chapter is a narration of historical facts. It is con¬ 
cerned with the experiences and results which attended competitive 
operation of public utility enterprises. It therefore paves the way for, and 
requires as its supplement, the following chapter which treats of the 
economic basis for and the economic limits to monopoly in the public 
utility industries. 

Needless to say, it is inexact to set off any particular period as 
monopolistic or typical of regulation of a specific type. The truth is that 
the history of the regulation of local utilities has been characterized by 
experimentation, varied simultaneous policies, and frequent change. 
Different currents of public opinion and public policy have been operative 
at the same time. Consequently, when periods are signified, it is to be 
understood that trends are indicated. Indeed, there are examples of 
competition in public utility operation today which are as cut-throat as 
can be found in the nineteenth century, and which by themselves amply 
illustrate the undesirability of duplication in the public utility industries. 2 

It was not unnatural that competition should have been accepted as 
proper in the public service enterprises in the beginning. The country 
had been built upon the competitive ideal. Economic freedom had been a 
rule of thumb in legislation. The country was young and undeveloped, 
and encouragement to initiative and to business promotion was believed to 
be imperative. Especially was the latter true of the new public service 
industries which held so much promise for good in promoting power 
production and in offsetting the disadvantages of urban congestion. What 
was not foreseen was that freedom of enterprise may breed strongly 
entrenched monopolies under some circumstances rather than the com- 

*Wilcox, D. F. f Municipal Franchises. Giaeser, M. G. f Outlines of Public Utility Econom¬ 
ics . Other sources arc mentioned in the foonotes on the following pages. 

*Re Bowdoin Utilities Company (Mont.) P.U.R. 193 zB, 20. 
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petition which often is considered the normal outcome of free enterprise. 

Technical limitations in the early days help to explain the existence 
of several companies in one locality. The use of direct current at low 
voltages in the electrical industry made distribution over areas exceeding 
one square mile impossible. With the subsequent improvements in 
generation and transmission, the previously small and non-competing 
enterprises in one city sought to expand by encroaching upon one another's 
territory, and spirited competition began. Difficulty in raising large 
amounts of capital for utility undertakings also fostered the develop¬ 
ment of small local companies in this early period. 8 Rivalry between 
electrical equipment manufacturers, in whose control the development of 
that industry began, contributed to the location of several production and 
distribution units in one city. Rapid improvement in technical efficiency 
and in the investment standing of the industries made larger producing 
and distributing units possible and accounted for the cut-throat 
competition which soon appeared. 

There was an even stronger reason why competition presented itself 
in the utility industries, aside from the failure to realize their monopolistic 
inclination. Law making, which is the source of comprehensive regula¬ 
tion, is slowly evolved. Regulatory mechanisms were not invented in the 
same laboratories with the electric light and the telephone. Monopoly, 
then as now, could receive public sanction only upon the provision of an 
adequate control. The story of the development of that control is the 
history of the struggle to eliminate uneconomic competition and is at the 
same time the history of the search for effective regulation. That quest is 
not yet ended. 

There is scarcely a city in the country that has not experienced com¬ 
petition in one or more of the utility industries. Six electric light com¬ 
panies were organized in the one year of 1887 in New York City. 4 Forty- 
five electric light enterprises had the legal right to operate in Chicago in 
1907. 5 Prior to 1895, Duluth, Minnesota, was served by five electric 
lighting companies, and Scranton, Pennsylvania, had four in 1906. 8 

Since, aside from water supply companies, the gas industry is the 
oldest public utility of present-day consequence, the early experiences in 
that type of enterprise are noteworthy. During the latter part of the 
nineteenth century, competition was the usual situation in the gas indus¬ 
try in this country. Before 1884, six competing companies were operat¬ 
ing in New York City. 7 The following other cities, to name only a few 

’Federal Trade Commission, Supply of Electrical Equipment and Competitive Conditions, 
Sen. Doc. 46, 70th Cong., 1st Sess., 1928, pp. 164, 208. 

♦Wilcox, D. F., op. cit., p. 14a. 

’National Civic Federation Report, Municipal and Private Operation of Public Utilities, 
1007, Vol. I, Pt. II, p. 719. 

’Federal Trade Commission, Supply of Electrical Equipment and Competitive Conditions, 
p. aoo. 

*Competition in Illuminating Gas, anonymous pamphlet, 1885, p. 10. 
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of the larger ones, experienced duplicate gas service during this period: 
New Orleans, Charleston, S. C, Memphis, St. Louis, Chicago, Buffalo, 
Detroit, Albany, Providence, R. I., Brooklyn, Jersey City, Harrisburg, 
Pa., Baltimore, Savannah, Ga., Rochester, San Francisco, and 
Indianapolis. 8 

Competition was common and especially persistent in the telephone 
industry. According to a special report of the Census in 1902, out of 
1051 incorporated cities in the United States with a population of more 
than 4,000 persons, 1002 were provided with telephone facilities. The 
independent companies had a monopoly in 137 of the cities, the Bell inter¬ 
ests had exclusive control over communication by telephone in 414 cities, 
while the remaining 451, almost half, were receiving duplicated service.® 
Baltimore, Chicago, Cleveland, Columbus, Detroit, Kansas City, Minne¬ 
apolis, Philadelphia, Pittsburgh, and St. Louis, among the larger cities, 
had at least two telephone services in 1905. 10 

The above examples might be multiplied, but those given are typical 
of a wide-spread condition. More significant are the results which fol¬ 
lowed competition. The unavoidable and well-nigh universal verdict 
has been unfavorable to duplication. Cut-throat competition favored the 
public for a time with low rates, but invariably at the expense of a 
deteriorated service. 11 Financial exhaustion of one or more of the com¬ 
panies eventually brought about a complete consolidation, or an agree¬ 
ment as to rates or territory. 12 One method employed, particularly by 
gas companies, to circumvent destructive competition, was that of agree¬ 
ing to divide the market. Likewise, new entrants into the field commonly 
purchased districts from the existing operating companies. 13 Competition 
which was relied upon to insure for the public reasonable rates and 
satisfactory service proved to be elusive and non-enduring and failed to 
measure up to expectations. It continually was disappearing as a result 
of bankruptcies, consolidations, and formal or informal agreements, 
leaving in its wake torn-up streets, “dead” wires and useless poles and 
pipes, enormous overcapitalization, and paralyzed service. Whereupon, 
the public paid for the competitive folly in high rates to cover dividends 
on unused, unnecessary investment, and watered stock. 14 Most discour- 


*Ibid. Also James, E. J., The Relation of the Modern Municipality to the Gas Supply, p. 14. 

•Bureau of the Census, Telephones and Telegraphs, 190s, Bulletin No. 17. 

••New York Telephone Company, Telephone Competition from the Standpoint of the 
Public, 1006, p. 13. 

"Wilcox, D. F., op. cit., p. 1*3. 

**Investigation oy a Joint Committee of the Senate and Assembly of the State of New 
York, 1905* The report complained of unity of action on the part of tne gas and electric com¬ 
panies in New York City as to rates and quality of service. Cf. Baker, C. W., Monopolies and 
the People, especially Chap. V. 

*•Competition in Illuminating Gas, p. 11. 

"“In Detroit, Michigan, a stringent charter was granted upon the filing of a bond to 
secure the city against the possible combination of the old company with the new one: but in 
spite of this iron-clad agreement a combination was effected, and the people were forced to pay 
not only all the expenses of the gas war and tb»» duplication of works but also a large dividend 
on an inflated capitalisation.” Cited in James, E. J., loc . cit. Cf. Baker, C. W., op. cit., p. 63; 
and Competition tn Illuminating Gas, p. 19. 
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aging of all were the proceedings such as occurred in Denver where, 
after a consolidation of all electric and gas interests had been achieved 
to terminate a hectic situation, a new company shortly appeared and 
precipitated another war. 16 In some cases the contests became so spirited 
as to result in street brawls among the workers of the rival organizations, 
each seeking to prevent the other from installing its distribution system. 16 
Sometimes the contesting companies hired agents to solicit business on the 
street corners from the passerby. It is reported that one telephone com¬ 
pany opened a meat market when the owner of a competing shop installed 
the service of a rival telephone company. 17 Many utility companies were 
promoted with no purpose other than to discommode the incumbent 
company and to force the latter to pay a fancy price to regain exclusive 
control. 18 

The experience with competition was the same in water, gas, electric, 
and telephone enterprises. Moreover, the same disastrous competition 
had been suffered in England as well, especially in the gas industry, and 
the ultimate result was the abandonment of competition as a means of 
control. 19 But the mere realization of the inefficacy of competition in 
public utility operation came long before its elimination in this country. 
Numerous investigations were conducted early in the twentieth century, 
and in some cases before that. The aim of these investigations was to 
demonstrate that competition did not achieve its purpose. The one by 
the Merchants’ Association of New York is typical. Rates were shown 
to be lower, not in the competitive cities, but in those where one uniform 
telephone system operated. The conclusion of this particular investigation 
was that “competition in telephone service does not offer a choice of 


p. 26. 


“Wilcox, D. F., op. cit.,p. 143. 
“Gallon, W. J., “Past, Present, 

"Ibid. 


and Future of the Telephone," 


Telephony, Vol. 98 (2930), 


“Competition in Illuminating Gas, p. 11. 

““The competing companies laid their mains in all the leading thoroughfares where there 
was a large consumption; nence in some streets there were as many as six mains .... This 
state of affairs led to the greatest disorder, and in some instances, whether accidentally or by 
design, the main of one company was connected with that of another, and by the frequent 
changes of supply the wrong service would be at times connected so that one company supplied 
the gas while another collected the payments. It was not an uncommon occurrence for a con¬ 
sumer on entering a house where there were three or more services, to state to the inspector 
of each company, in turn, that he had arranged to take the supply from the other company, and 
so kept out of the books of all the companies, and had his gas for nothing, which deception was 
favored through the secrecy observed by the various competing companies .... This compe¬ 
tition of companies made them reckless of their respective interests. Canvassers were employed 
not only to get new customers, but also to induce customers to change their supply to the com¬ 
pany represented by the canvasser: and the most extravagant offers were made, which consumers 
aid not fail to take advantage of ... . Many consumers having driven a hard bargain with 
the company in the first instance, would report that more favorable conditions had been offered 
by a rival company and give notice of a change, when that supplying, rather than lose the cus¬ 
tomer, would consent to the same terms, and thus by the secrecy referred to, observed by the 
various enterprises, they were imposed on in every way by the unscrupulous portion of the 
consumers .... The result of all these difficulties was that the companies agreed among them¬ 
selves to cease all competition, to confine their operations to separate districts without inter¬ 
fering with each other; to discontinue alt special arrangements and charge one uniform price 
over all parts of their respective districts." 

There were thirteen gas companies operating in London when the companies agreed to 
cease their rivalry in 1853. In i860, Parliament officially sanctioned the elimination of competi¬ 
tion. Richards, William, Manufacture and Distribution of Coal Gas: cited in James, E. J., The 
Relation of the Modern Municipality to the Gas Supply, p. 14. 
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benefits, but compels a choice of evils—either a half-service or a double 
price/' 20 It was claimed, too, and this no doubt was as true of the other 
public utilities as of the telephone, that competition resulted in lower 
rates only because under competition a full return was not exacted for 
the service. Thus, it was claimed by the Bell interests that the assertion 
by the independents that they were able to render service more cheaply 
than the Bell companies was fallacious because the independent operators 
took no account of depreciation and were able to show a profit only until 
the time for renewal and reconstruction arrived. 21 The investigations 
of the gas and electrical industries, such as those previously cited, present 
figures showing gas and electric rates generally to have been lower in the 
cities where competition had been banned. 22 

But the acknowledgment that rates really were not lower and service 
better in those cities where competition was permitted, was not in itself a 
solution. The problem was to achieve an adequate control over monopoly, 
assuming its acceptance as the logical type of economic organization, after 
many investigations reported the common conclusion that to attempt to 
enforce competition was useless and recommended its abandonment. 28 
The thought immediately suggests itself that the problem of that day has 
come down to the present time. It may be noted that the chaotic compe¬ 
tition just described has a present-day parallel in many of our cities, 
where facilities for local transportation vie with one another with the 
sacrifice of orderliness and economy in the use of space and resources. 
The motor trucking industry in recent years also has demonstrated some 
of the undesirable results of disorderly and uncontrolled development. 
Nevertheless, many people now advocate that more competition in public 
utility enterprise is required, not because of its own basic merit, but be¬ 
cause no adequate regulatory machine has been set up which is capable 
of being its successor. 24 The remainder of this chapter will present, 
briefly, the attempts that have been made to control public utility 
monopoly by regulation. 

The first attempts at regulation, after judicial process through the 
common law had proved inadequate, were by legislative charter. The 
initial policy was to make the charters of a special nature, granted by 
legislative authority in each case. 25 In reality, the special charters were 

w Merchants' Association of New York, Inquiry into Telephone Rates and Service in New 
York City , 1905. 

*American Telephone and Telegraph Company, Telephone Commission Cases, 189s-19/0, 
Vol. II, p. 196. 

“Special attention is directed to Charles Whiting Baker's Monopolies and the People, pub¬ 
lished in 1889. Here is an early treatise on the scope and effects of competition and monopoly, 
the general merit of which appears to have been overlooked. 

**Citv Council of Chicago, Telephone Service and Rates (Report of the Committee on Gas. 
Oil, and Electric Light, 1007}. Investigations of like nature resulted in the same denunciations 
of competition in other cities, for example New Orleans and Cincinnati. 

"This subject will be examined in Chap. IV, which is concerned with direct competition. 

"King, C. L., The Regulation of Municipal Utilities, pp. 78* 79. 
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often not such at all, being copied from previous grants. It was customary 
to shorten and simplify the provisions of a franchise by reference to 
charters that had been granted previously in the same or other states . 26 
A high degree of uniformity resulted from the repetition and transcrip¬ 
tion of the principal provisions, and regulation by special charter soon 
gave way to regulation by general charter . 27 It is interesting to note that 
every state went through essentially the same stages in regulatory experi¬ 
mentation. This observation applies especially to railway regulation and 
legislation; and it is proper to consider here the early regulatory experi¬ 
ence in the control of railway enterprise because the methods of control 
that have been applied to the local public utilities have had their con¬ 
ception in early railway legislation. A few states, such as California, 
Montana, Colorado, Arizona, and Idaho, benefited from the experience 
of their sister states by skipping the period of special charters and 
beginning with general corporation laws . 28 

The abandonment of the special charter was an improvement in that 
it eliminated some graft and special privileges, but it was not a forward 
step in regulation. The era of general charter regulation was, in fact, one 
of full and free competition . 29 The issuance of franchises usually was the 
prerogative of the municipal governments, and the latter were generally 
of the opinion that their only protection lay in granting competing 
franchises . 30 In most of the states, in fact, during the latter half of the 
nineteenth century and on into the present one, the granting of an ex¬ 
clusive franchise was either unconstitutional or contrary to statutory 
law . 31 The common policy was to grant franchises to all who applied. 

The most glaring weakness of regulation by franchise was that it did 
not provide a continuous control over the utility companies. Minute 
details as to rates and services were often incorporated in the franchise, 
but the results were not effective. Due to advancement in the arts of 
production, to competition, and to declining prices during a part of the 
period, maximum rate provisions became a farce, because the companies, 
in an attempt to enlarge their markets, voluntarily charged less than the 
prescribed rates. 

In an effort to make regulation by franchise relatively continuous and 
effective in restraining the utilities, the terms of franchises were short¬ 
ened . 82 This policy served only to add to the complexity of the situation. 
Conflicting franchises, diversity of termination, and difficulties arising 
out of the consolidation of former competitors made it impossible to 


••Meyer, B. H. f Railway Legislation in the United States, p. 81. 
“Glaeser, M. G., op. cit., pp. 203-203; Kinp, C. L., op. cit., pp. 79-80. 
“Meyer, B. H« op. cit. pp. 95.96. 

“Glaeser, M. op. ctt., p. 14 2. 

“Wilcox, D. F., op. cit., p. 14a. 


n Ibid., p. 15. 
“Glaeser, M. 


G., op. cit., p. 221. 
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determine conclusively the franchise status of the companies . 88 The 
short-term franchise was a handicap to the companies, also, creating 
financial insecurity, and making capital wary because of the uncertainty 
as to whether or not and on what terms the franchise would be renewed. 
The opposite extreme was the granting of perpetual franchises, but these, 
like exclusive grants, were unpopular, if not illegal, on the ground that 
they played into the hands of the monopolists . 84 

Aside from the theoretical weaknesses of franchise regulation which 
became all too apparent, graft and corruption prevailed. After an early 
period of promiscuous issuing of franchises based on the conviction that 
public utility development would be encouraged, it began to be realized 
that franchises were special privileges and worth money. With this 
realization the way was paved for bribery and corruption. Even honest 
local officials could not cope with the situation, for they were incapable of 
understanding the technicalities of a franchise and negotiated blindly. It 
is reported that many times the public service company officials were 
allowed to draw up the franchises to be approved by the public officials 
who could not fathom the technical implications in the legal phraseology. 

Judicial interpretation of charters and franchises as contracts added 
to the difficulties in the regulation of public utility companies. The court 
view that a public utility charter or franchise is a contract which may not 
be impaired arises from the decision in the Dartmouth College case. In 
that famous case the United States Supreme Court held that a charter 
granted to an individual or group is a contract which the state may not 
impair, according to Article One, Section Ten, of the United States 
Constitution . 88 

As a consequence, state and local authorities often could not change 
franchise or charter privileges, however ill-considered or antiquated with 
respect to current needs for regulation they might be. Then it became 
customary for the states to reserve the power to amend any provision of 
a charter. This was accomplished sometimes by a clause in each individual 
contract, in other cases by a general state statute or even by a reservation 
of power in the constitution of the state . 86 In taking such action, the 
states took their cue from the separate opinion of Justice Story in the 
Dartmouth decision, wherein he said, referring to the power of a state 
to amend a franchise, that “if the legislature means to claim such an 
authority, it must be reserved in the grant /' 87 

The states have not been able, however, to free themselves entirely 

“Wilcox, D. F., op. cit., pp. 16-21. 

“Glaeser, M. G., op. cit., j>. 330. 

m Truetees of Dartmouth College v. Woodward (1819) 4 Wheaton si8, 643. 

•*.Superior Water, Light and Power Company ▼. Superior (Wis. Suo. Ct.) 174 Wis. 357, 
274-75 (1921). Cf. Buck, S. J., The Granger Movement, pp. 209-10; and Glaeser, M. G., op. ctt., 
pp. 206-208. 

“Trustees of Dartmouth College v. Woodward . 
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from the explicit terms of their contractual agreements by a general 
reservation of power to amend. The Wisconsin Supreme Court, for 
example, early upheld the power of the state in declaring that “by force 
of the constitutional power reserved .... the rule in the Dartmouth 
College Case, as applied to corporations, never had a place in this state, 
never was the law here.” 38 Nevertheless, when it was sought to apply a 
Wisconsin law designed to substitute an indeterminate permit for a public 
utility franchise, previously granted, the United States Supreme Court 
upheld the company in its objection, deciding that the obligation of a con¬ 
tract was impaired thereby, “though the corporation was incorporated by 
special act of the Legislature, under constitution Wisconsin, Article 11, 
paragraph 1, giving the Legislature the right at any time to alter or 
repeal such special act.” 89 

Hence, despite vigorous effort by the states, abetted by the state 
courts, it has not always been possible to eliminate undesirable provisions 
contained in franchises. Effective regulation has been hampered thereby. 
The state's position has been particularly embarrassing in those cases 
where exclusive franchises, actual or implied, have been involved, for 
the authorities then have found themselves in the disagreeable situation 
of having bargained away their right to allow competition without having 
retained effective control over rates and service. 40 It is unfortunate when 
the regulatory power is circumscribed in that fashion; and it is well that 
such occasions are not as prevalent as they formerly were. Contractual, 
static regulation is futile when the economic conditions under which the 
controlled enterprises operate are changing constantly. One of the major 
problems of regulation has been, and still is, to keep the law upon which 
regulatory procedure is based in step with dynamic economic conditions 
in the industries which it is sought to control. 

The glaring weaknesses of charter and franchise regulation aroused 
spirited demand for more stringent and continuous control over public 
utility activities, particularly as to rates and services. Under term 
franchises there had been little influential control over rates, less over 
service requirements, and practically none over discrimination. The crea¬ 
tion of the mandatory state commission with the power to prescribe rates 
and service standards and to prevent discrimination has been the response 
to the demand for adequate and continuous supervision. 

The modern commission which came into being about 1905 was not a 
new creation however. It grew out of existing problems and out of vari- 
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ous experiments in regulation. Fact-finding commissions, with emphasis 
on the power of publicity, had been used in the eastern states since 1830. 41 
The Massachusetts Board of Railroad Commissioners, created in 1869, 
was the most ambitious attempt to control through commission activity 
relying on publicity as a corrective. 42 Mandatory commissions, as well, 
were not unknown in the nineteenth century. The Granger movement of 
the seventies, particularly concerned with railroad control, resulted in the 
introduction of commissions with mandatory authority. 48 They subse¬ 
quently fell into disrepute, and were discarded, but it must be acknowl¬ 
edged that both the Granger attempts and the work of the Massachu¬ 
setts type of commission were of far-reaching importance. The 
experiments in the Middle West and in the Northeast spread, often in 
modified form, over the entire country. Moreover, while the early 
attempts were not especially productive of immediate results, they were 
the experimental stations in regulatory procedure which bore fruit in 
later years. 44 

With the early trials as a background, the real test of regulation by 
mandatory state commissions has taken place within the last twenty-five 
years. Under their regime, duplication of public utility properties has 
become exceptional. In 1920, of 925 communities served in the five west¬ 
ern states of Idaho, Montana, Oregon, Utah, and Washington, there was 
competitive electric service in only seventeen. 45 These states being legally 
and economically not so far advanced as some of the eastern common¬ 
wealths, it is possible that competition was more usual then in the nation 
taken as a whole. 

The ascendancy of monopoly has placed increasing stress on the 
necessity for continuous and vigorous regulation of rates and services. 
Mandatory state commission regulation has no doubt achieved the above 
in greater measure than any preceding regulatory experiment. Neverthe¬ 
less, the results have not been completely satisfactory. The fundamental 
merit of providing continuous regulation has been offset by the inclina¬ 
tion of the commissions to neglect their duties as fact-finding bodies and 
champions of the consumers and to degenerate into boards of arbitration. 
The intricacies of intercorporate relationships, inadequate control of 
interstate operations, the insufficiency of commission power and resources 
to pursue the facts, 46 and the vagaries of the valuation procedure com- 
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bined with an uncertain judicial attitude toward the valuation question 
have all weakened the ability of the present scheme of regulation to cope 
with an ever-expanding monopoly power. There is need for further 
adjustment. Regulation has not achieved its goal, that of substitute for 
competition where the latter does not operate economically. Consequently, 
it will not be surprising to find, in the succeeding chapters, that reliance 
upon competition, direct and indirect, in the public utility industries is 
still being urged. 

This preliminary survey of commission regulation provides a setting 
for the subsequent discussion. The problem is to ascertain how well the 
regulating bodies have used the liberal discretionary powers entrusted to 
them. The theory of regulation presumes a responsible and energetic 
agent to put the law into effect and a sympathetic judiciary willing to 
recognize that regulation is intended to serve the public interest as well 
as to protect corporate property. It is intended that the following chapters 
be considered from this point of view, comparing legal control in prin¬ 
ciple with the regulation of public utility monopoly as it operates in 
practice. 

electric light and power industry. This sum is plainly inadequate when compared with the vast 
resources at the disposal of the public utilities, who can shift the cost of defense and investi- 

f ation onto the consumers in the rates charged. Recent legislation in some of the states, led 
y Wisconsin, designed to shift the burden of expenditures for rate investigations from the 
public to the companies accomplishes no real shifting if such expenditures are treated as 
expenses to be recovered in rates and thus passed onto consumers. Cf. Mosher, W. E., and 
others. Electrical Utilities—The Crisis in Public Control , pp. 9-14. 



Chapter III 


ECONOMIC AND INSTITUTIONAL FACTORS IN 
PUBLIC UTILITY MONOPOLY 


The preceding chapter showed competition by duplication of proper¬ 
ties to be ineffective in the public utility industries. The experience has 
been that rate wars and unsatisfactory service result eventually in the 
elimination of competition. The problem of monopoly usually is ap¬ 
proached from the standpoint that it gives control over price, and that, as 
a consequence, ways of curbing the monopoly must be provided. In the 
public utility industries, however, there is need to consider first why it 
is that monopoly is an economical way to organize supply. 

Economic Basis for Seller’s Monopoly in 
Public Utility Enterprises 

With the realization of the destructive results of competition in the 
public utility industries, there has developed a disposition to consider 
public utilities as "natural” monopolies. 1 The appropriateness of the 
term when applied to the monopoly characteristics of public utility indus¬ 
tries is challenged here by the observation that monopoly in these enter¬ 
prises is "natural” only in the sense that circumstances have demonstrated 
its dominance and superiority under technological conditions which 
obtain in a given period and that public recognition of this resulted in 
legal restraints upon entrance of duplicate enterprises into the field. The 
term has a question-begging implication when applied to public utility 
enterprise. The inference is that the local utilities are not only inherently 
monopolistic in their very nature, but that the monopoly is enduring and 
impregnable. It need only be mentioned that the street railways, and to a 
lesser extent the other local public utilities, are finding now that their 
monopoly is not absolute and that the conditions which precipitate 
monopoly at one time do not necessarily carry over to different social and 
economic circumstances. They possess a measure of monopoly power, 
since they generally are granted exclusive privileges in producing their 
particular products or services. Description of an industry as a natural 
monopoly lacks the power to convince when it is applied to an enterprise 
like local transportation which is in a state of ferment, the chief disturb¬ 
ing influence being competition from several means for satisfying the 
need for transportation. 

That public utility enterprise is affected with monopoly characteristics, 

’Brown, G. T., The Gas Light Company of Baltimore—A Study of Natural Monopoly . 
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often strengthened by legal protection, surely is true. But rather than 
a designation of these industries as natural monopolies, what is needed 
is a disclosure of the economic and social factors which explain the 
existence and extent of monopoly. One of the foremost writers who 
classifies public utilities as “natural” monopolies has declared further 
that “whenever there is a decided and continuous increment in gain 
resulting from combination, we have a tendency to monopoly which will 
overcome all obstacles.” 2 The above conclusion, while probably valid, 
affords no satisfactory explanation of why any particular industry 
exhibits this tendency to increased gain. In other words, there is in the 
statement no complete answer to the important question of why there is 
special social and private advantage in the monopolistic organization of 
public utility enterprise. 

In seeking a more specific explanation for public utility monopoly, 
the familiar conclusion is that the existence of decreasing costs primarily 
is responsible for making competition unstable and self-destructive and 
monopoly the eventual outcome. In other words, in these industries it 
is possible to increase the volume of production or service without a 
proportionate increase in costs. As a consequence, there is a tendency 
for unit cost to decrease as the amount of business done increases; and 
conversely, there is a trend towards higher unit cost when the volume 
of sales drops off. This is the lesson of experience. The problem now is 
to explain this susceptibility to decreasing cost. 

More than any other thing, it is the fact that fixed expenses are large 
that makes public utility projects subject to decreasing cost. More pre¬ 
cisely, it is the predominance of fixed expense over variable costs, rather 
than the magnitude of fixed cost in an absolute sense, which occasions 
decreasing cost in public utility enterprises and the tendency toward 
monopoly. Large “sunk” costs as a cause of monopoly needs modifica¬ 
tion, moreover, in another respect. Large fixed investment does not make 
competition ruinous or unstable unless the market for the output of the 
plant is insufficient to realize capacity utilization. 

Fixed or constant costs are great chiefly because a large portion of 
the total capital is invested in plant or distribution facilities. An indica¬ 
tion of the importance of fixed plant, and of the constant costs associated 
with it, is furnished by the fact that in the public utility industries the 
turnover on capital is very slow. By way of illustration, in the electric 
light and power industry in 1922 there was invested $4.31 for every 
dollar of annual gross income. The ratio for 1927 was 5.01 to i. s In 
contrast, the corresponding figure for the “average” industrial concern 
for the period 1914-1921 was estimated to have been $.87/ 

•Ely, R. T., Monopolies and Trusts, p. 63. 

* Bureau of the Census, U. S. Dept, of Commerce, Census of Electrical Industries: Central 
Electric Light and Power Stations, 1937, p. 18. 

•Bliss, J. H., Financial and Operating Ratios in Management, p. 96. 
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The situation is portrayed again by considering that in an electric 
central station with load factor of about fifty per cent, the fixed costs are 
approximately seventy-five per cent of the total costs and the variable 
costs of operation are about twenty-five per cent. Obviously, competitive 
duplication of the fixed costs cannot be compensated for by economies in 
the variable operating costs. In fact, as will be shown subsequently, if 
there are duplicate plants in the same market, even the variable costs 
may be higher because of the lesser efficiency of smaller units. Not only 
are the fixed plant costs constant with variations in output, but a part of 
the operating costs are invariable also. This latter fact has received the 
special notice of writers in the field of railroad transportation. 5 It should 
be observed, however, that the division between costs that are constant 
and those that are variable is valid only when a period of time and a 
range of output are specified. Some costs that are constant for short 
periods are more accurately classified as variable when the business has 
increased to a point where additional facilities must be provided or old 
ones replaced. This is especially true of operating expenses, but it applies 
ultimately to all overhead costs as well. 6 

The possibility of handling additional business without a proportion¬ 
ate increase in cost applies particularly to the distribution of services such 
as electricity and gas, since any given equipment can bear an increasing 
load, within broad limits, especially if the demand can be diversified so 
that the facilities will be used near capacity at all hours of the day and 
from one day or season to another. Also, since the cost of distribution be¬ 
comes greater as the distance between the point of production and the 
place of use increases, density of service within a compact area is desir¬ 
able. Hence, competition is wasteful for the reason that concentration or 
density of service is diminished when there is rivalry between duplicate 
enterprises in the same area. 

It should not be inferred that industries other than the local public 
utilities (and railroads) do not have any appreciable amount of fixed 
costs. It is, of course, a matter of degree. And following from that, 
there is no intent to imply in the above statements that competition works 
in a perfectly satisfactory manner in all other industries. There are 
students who contend that the self-destructive nature of competition and 
the resulting inclination towards monopoly is a universal phenomenon, 
noticeable in virtually all types of industry. 7 One outstanding contribu- 


• After a careful analysis of railway expenditures. Professor Ripley reached the following 
conclusion: “Thus one arrives at the general conclusion that approximately two-thirds of the 
total expenditure of a railroad and more than, one-half of the actual operating expenses are 
independent of the volume of traffic. The remaining third of all expenditures, or what amounts to 
the same thing, the other half of operating expenditures, are immediately responsive to any 
variation in business.” Ripley. W. Z., Railroadst Ratee and Regulation, p. 55. 

•Cf. Lorens, M. O., Constant and Variable Railroad Expenditures and the Distance 
Tariff,” Quarterly Journal of Economics, Vol. 21 (1006), pp. 283-208. 

♦Gray, J. H., “The State Abdicates/' Proceedings of the Academy of Political Science, 
Vol. 14 (1030), p. $2. 

Hicks, H. C., Competitive and Monopoly Price. University of Cincinnati Studies, Series 
s. VoL 7 (1911). 
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tion to economic theory has for its theme the idea that the problem of 
overhead cost is universal, traceable to the fact that there always is 
unutilized capacity in some form or other in any economic enterprise. 8 
This assertion is based on the proposition that some costs are not propor¬ 
tional to the number of units produced, and to the corollary that perfect 
proportionality in the combination of the several factors of production is 
not accomplished. There is an excess or “over-dose” of some of them in 
relation to the rest. In the public utility enterprises it is fixed capital 
which normally is provided in excess, placing a special premium on in¬ 
creased utilization and a greater demand. The disproportion is within 
limits unavoidable, since the provision of the necessary facilities for 
producing even one unit of service automatically provides a large share of 
the facilities for providing more, just as when the type is set for the 
printing of a book or a newspaper. In the same vein, public utilities are 
precluded from adding to their facilities by exceedingly small incre¬ 
ments in perfect step with increases in demand, so that an appreciable 
part of their constant costs represent excess capacity provided in excess 
of present but in anticipation of future demand. 

Moreover, some of the facilities required for a given scale of output 
may be fully utilized while others are not. It is difficult to realize maxi¬ 
mum utilization of all types of equipment simultaneously at any given 
level of output. .Competition tends to be unstable until the operators have 
reached the size for maximum efficiency, at which point the incentive 
to strive for lower costs and further economies by increasing the scale 
of operations ceases. The indeterminateness of that point in practice, 
however, may impel an enterprise to commit itself to a policy of indefinite 
expansion when the cost trends with variations in size are difficult to 
measure. 

SA further explanation of the decreasing cost tendency, then, aside 
from the importance of heavy use of installed capacity, is that economies 
of large-scale operation are marked in public utility operation under 
present technological conditions. All public utility enterprise, including 
even local telephone service, demonstrates in some respects decreasing 
cost with increasing size. Large generators, transformers, and boilers in 
the electrical industry cost less per unit of capacity than small installa¬ 
tions. 9 Furthermore, large producing units take less room per unit of 
potential output than do small ones. The economies of large-scale pro- 

•"There is a deal of complexity in the attempts that are made to trace the untraceable 
costs or to assign them on some rational basis, or to discover the true added costs of added 
business, but at the bottom of these complexities lies a fact that is simple. That fact is unused 
capacity, or capacity of which full advantage is not taken. Tdle overhead,* that great industrial 
sin, is simply the expense side of this unused capacity. Our study of overhead cost will be 
largely a study of unused powers of production.*' Clark, J. M., Economics of Overhead Cost, 
p. x. 

•For a more detailed exposition of this statement, see Lincoln, Paul M.. "Relation of 
Plant Site to Power Cost,” Proceedings of the American Institute of Electrical Engineers . 
xoxs, pp. 1936-1041. Cf. Watkins, G. P., Electrical Rates, especially p. 28; and Jones, Eliot, and 
Bigham, T. C., Principles of Public Utilities, pp. 7*-74. 
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duction are not limited, however, to savings in fixed capital costs, for 
operating costs, likewise, react favorably to large-scale operations. Large 
installations are usually more efficient than small, although improve¬ 
ments have been made in the latter in recent years. Large plants can 
afford to use auxiliary equipment which improves efficiency, and labor- 
saving devices may effect further savings. A considerable part of labor 
costs increase in declining ratio with an expanded scale of operations. 
Large and small generators or furnaces require approximately the same 
amount of personal attention. A street railway motorman can transport 
twenty people as easily as five. The usual advantages of specialization of 
labor, made feasible when the enterprise is fairly large, reinforce the 
other factors which result in large-scale economies. The difficulty and 
therefore the legitimate cost of the managerial function probably does not 
increase as rapidly as the size of the enterprise. Also, management of a 
public utility enterprise is a less arduous task when monopoly rather than 
competition reigns, for in the latter case cut-throat rivalry necessitates 
managerial direction of talented if not high-principled order. 10 

There is one further advantage which accrues from large-scale opera¬ 
tion of a public utility, which usually is referred to as diversity. Public 
utilities must provide their services instantaneously upon demand. This 
obligation is complicated by the impossibility, or at least impracticability, 
of storing for anticipated demand. 11 Then, if all of the customers should 
demand service at the same instant of time, the capacity of the plant 
would have to be equal to the sum of the demands of all the users. 
Fortunately, the later does not happen. Not all of the consumers use the 
service for the same purpose, hence it might be expected that their time 
of use will never exactly coincide. Even if all the customers utilize the 
service in the same way, i.e., for lighting or cooking or transportation, 
their coincident maximum demand does not equal the sum of the indi¬ 
vidual demands. In other words, there is a diversity factor, which 
measures the ratio of the sum of the maximum demands of the sub¬ 
divisions of a system to the maximum coincident demand of the whole 
system, measured at the point of supply. At this point, the significant 
feature of the diversity factor is that the greater the number of customers 
served, and hence the larger the system, the greater the diversity is likely 
to be. And it follows that the greater the diversity, the greater the 
quantity of service that can be rendered with a given amount of producing 
and distributing capacity. 

“It is not to be inferred from the above statements that the salaries paid always reflect the 
lighter managerial burden in monopolistic enterprises, 

“This does not apply so forcibly to the gas industry as to the other local utilities, inas¬ 
much as it is feasible to provide storage facilities of sufficient capacity to stabilise hourly pro¬ 
duction for the greater part of the day. 
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Limits to Decreasing Cost in Public Utility Enterprise 

The discussion to this point has shown that monopolistic organization 
is economical in public utility enterprise because it permits improved 
f service at lower cost* Even in the case of public utilities, however, there 
are limits to the significance of decreasing cost; and the difference be¬ 
tween these industries and other types of enterprise in this respect is after 
all one of degree. Fixed costs predominate to an unusual extent, com¬ 
plete utilization is therefore more elusive, the economies of large-scale 
operation are relatively persistent, and the diversity factor increases as 
more customers are acquired by a system. Decreasing cost operates with 
special force, and the limits to the tendency are not easily determined. 
However, to avoid an exaggeration of the applicability of decreasing cost 
to public utility business and therefore to guard against erroneous com¬ 
mitments as to policy, it is essential to take account of some qualifications 
to the conclusions so far presented. 

It has been suggested above that a public utility must, because of the 
obligation to furnish service instanteously, provide capacity somewhat in 
excess of existing demand. But this is to be distinguished from the case 
where idle capacity exists because of speculative over-expansion or bad 
judgment of the market potentialities. It is true that under these condi¬ 
tions, if the market does become larger, unit costs will decline, but this 
would be true of any over-expanded enterprise; and it is a lowering of 
cost that cannot be attributed to superiority in the monopolistic organiza¬ 
tion of production. Instead of an example of decreasing cost in the effi¬ 
ciency sense, it is a case of failure to balance reasonably well capacity for 
service with the demand for service. An inequality between demand and 
capacity also may be the result of a rate policy that is not consistent with 
the full use of capacity. If a monopolistic enterprise maintains rates 
which retard demand, the excess capacity which may result will seem to 
indicate a condition of potential declining costs. Or a system of dis¬ 
criminatory rates may develop peaks and valleys in demand, and the 
accompanying uneven use of facilities will seem to present the conditions 
commonly associated with decreasing cost. But when irregularity or 
incompleteness in the use of available facilities can be traced to faulty 
rate policy, the situation should not be confused with decreasing cost 
which accompanies economical apportionment of factors of production. 

References frequently have been made to the long-run trend toward 
lower cost and rates for public utility services; and it often is implied that 
such figures support the argument for large-scale economies and decreas¬ 
ing cost. This association of ideas has been particularly noticeable in dis¬ 
cussions of the economics of electricity supply. It should be noted that a 
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decrease in long-run cost is to be expected, unless there is a dependence 
upon an especially scarce resource, in an industry which affords great 
opportunity for technological improvements as the demand increases and 
the industry develops. Some of these gains may be enjoyed only by units, 
of large size, but much of the decline in cost may te attributable to the 
development of the industry as a whole. New techniques which affect 
savings may be developed and applied first by a few large systems, but 
unless artificial restraints are imposed they may be applied successfully 
later on to smaller enterprises. Examples may be found in water supply, 
local transportation, and even to some extent in electric service. The same 
thing happens in other industries, and helps to explain the tendency 
toward decentralization of industry where it appears. Consideration of 
the nature and limits of decreasing cost, then, should not overlook the 
fact that economies are partly external, i.e., due to development and 
growth of an entire industry or to widespread changes in technology 
generally, and in part internal, i.e., those which are available only to large 
units within an industry. The comparative significance of external and 
internal economies will vary from one industry to another and from time 
to time with changes in organization and in technology. The essential 
point is that exclusive emphasis on internal economies will exaggerate the 
possibilities of decreasing cost with increasing size. Where the external 
economies are more important, the argument for monopoly over a large 
area in the rendering of public utility service, with huge systems subject 
to a unified control, is weakened. 

It has been so customary to associate decreasing cost with public 
utility operation that forces working in the opposite direction may be 
overlooked. In any kind of undertaking, as size increases there will be 
forces pulling in the direction of both increasing cost and decreasing cost. 
There are diseconomies as well as economies of size, and only when the 
latter predominate should an enterprise or an industry be described as 
one of decreasing cost. There is increased cost involved in extending 
markets longer distances from the source of resources and production. 
Electric, gas, and water systems, in common with other industries, meet 
the limitation of this increasing cost factor. Only when the increasing 
cost of delivery at points of consumption are outweighed by economies 
in production and organization on a large scale can an enterprise be 
placed in the decreasing cost category. 

Still other diseconomies of size are likely to appear. The complexities 
of large size may entail managerial difficulties in coordinating efficiently 
the various phases and factors of the business with each other, and in 
extreme cases an unwieldy, bureaucratic organization may develop. 
Large systems may involve added financial costs which accompany com- 
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plex financial interrelationships among parents and subsidiaries which 
have slight operating interconnection. Large public utility systems, tied 
together only by financial strings, have in recent years spent liberally to 
defend themselves against legislative action which threatens their con¬ 
tinued exercise of power. They feel obliged, in order to protect their 
position, to cultivate a favorable public attitude by “educational” expendi¬ 
tures designed to convince the sceptical that size and the power which 
goes with it are compatible with efficiency and the public welfare. 12 Nor 
can the cost of regulating large monopolistic systems be left out of ac¬ 
count. The cost of effective regulation seems unquestionably to be an 
increasing cost factor. The cost of regulation is, in a broad sense, a part 
of the cost of service under existing methods of organization and control. 
Especially if the difficulty and the cost of regulation increases with the 
size and complexity of the enterprises it is sought to control, that should 
be considered in analyzing the cost characteristics of the public utility 
enterprises. It may be that the unwieldiness and complexity of huge 
corporate systems, and the cost of effective control of their activities, will 
eventually condemn them on grounds of social inefficiency. 

Whether the public utility enterprises should be identified with de¬ 
creasing cost also requires a consideration of the time element. Decreas¬ 
ing cost tendencies may operate under one set of circumstances at one 
time, but conditions need not be the same in the long run. In the early 
period of development, exploitation of a newly discovered resource or 
improvements in technique stimulated by an eager demand may suggest a 
strong susceptibility to decreasing cost. But increasing cost may prove to 
be more fundamental in the longer run. An excellent example is found in 
the natural gas industry, which is based on a temporarily abundant but 
basically limited resource. In the not so distant future, the dwindling 
reserves of gas will bring inevitably a change in cost conditions. The 
problem of supplying water in metropolitan areas is another case in 
point. Where a growing urban center must, as time goes on, reach out 
greater distances for a plentiful supply of water, it does so at increasing 
cost. And in local transportation, as cities and suburbs grow and be¬ 
come more closely related economically and socially, the cost of transpor¬ 
tation service takes an upward curve. Efforts to overcome the disad¬ 
vantages of greater distances, slower movement, and greater congestion 
lead to increased expenditures for high-speed travel with the avoidance 
of traffic dangers. Even though a part of these burdens may be borne 
by governmental units, which is the present tendency, they have a place 
in a complete appraisal of the cost nature of the ifrdustry. 

Business policies followed by public service corporations may give a 

“Federal Trade Commission, Utility Corporations, Part 81A, Publicity and Propaganda 
Activities by Utilities Groups and Companies, 1935. 
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misleading impression of cost behavior. Private companies have often 
carefully selected their markets with an eye to profits. When compulsion 
has not been applied, they frequently have shunned the increasing costs 
of servicing outlying, thinly populated areas. One can point to the halting 
development of rural electrification under private sponsorship, to the un¬ 
willingness of gas and water companies to extend service to the 
boundaries of city areas, and to the hesitancy of the Bell telephone sys¬ 
tem to “invade” the territories of local companies operating in rural 
communities. By these avoidance tactics, it can be made to appear that as 
a company develops it does so at decreasing cost. But a policy of “skim¬ 
ming the cream” is not in accord with efficient and complete service by 
a company operating under the public utility status. It is necessary to 
distinguish decreasing cost from a situation where costs are held down 
only because some are avoided. A public utility company that fully meets 
its obligations must assume considerable costs which the urge for profit 
tempts it to ignore. When these obligations are shirked, a false impres¬ 
sion of decreasing cost in the social efficiency sense is likely to be created. 
Water companies may cut costs by unsafe processes of purification while 
jeopardizing public health. Costs may be reduced by cheapening plant 
construction at the expense of high quality service, by avoidance of ex¬ 
pensive but socially desirable underground distributing lines, by continu¬ 
ing in use obsolete and perhaps unsafe equipment as in local transporta¬ 
tion, or by exploitation of labor in wage bargains or by failure to provide 
compensation for accidents (if the law does not intervene), vacations 
with pay, pensions, and unemployment compensation. These reductions 
in cost are not a mark of efficiency, however, but are at the expense of 
the welfare of social groups who are the victims of low standards of 
business policy. These unprofitable expenditures are likely to be mani¬ 
fested clearly when private monopolies give way to public agencies. 

One further point should be clarified. Even when it is observed that 
decreasing cost does not extend without limit in public utility enterprise, 
the conclusion does not follow that monopolistic organization should be 
abandoned or that competitive duplication is desirable from the standpoint 
of efficiency and economy. Whether increasing or decreasing cost applies, 
a given area can be served more economically by a single enterprise ifean 
by rival companies operating in the same territory. Competitive duplica¬ 
tion results in a larger total investment and a higher cost per units/ Com¬ 
bined capacity is greater than the market requires, and neither competitor 
is likely to reach maximum efficiency in terms of cost and economical use 
of capital resources*/Public convenience also dictates the minimum of 
pipes, poles, and other distribution equipment necessary for service. 

On the other hand, the case for monopoly must also be based on 
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maximum efficiency, convenience, and social service. It is assumed that 
the consumers of service will enjoy the results of efficient organization. 
If the potentialities cannot be realized under private monopoly, efficiency 
may have to be sacrificed somewhat in order to control effectively the 
private interests. Monopolistic organization cannot be sanctioned where 
far-flung systems are created only for the sake of profit. 

Wastes of Duplication 

Nevertheless, with competitive duplication of facilities each company 
will be tempted to seek, by rate preferences if necessary, any business 
which will cover anything more than immediate incremental costs. Equally 
important, there will be strenuous resistance to attempts by a competitor 
to wrest business away by the same tactics. The policy will be adopted 
that any business is worth while which will make some contribution, how¬ 
ever slight, to the large fixed costs. There is no real choice between 
accepting a large loss and a smaller one, even though it must eventually 
be a losing battle, with financial failure or consolidation as the outcome. 
In short, when competition exists under these conditions there is no fixed 
standard of cost as a basis for rates because cost falls as quantity sold 
/rises. This instability and intensity of competition persists until the 
decreasing cost tendency has been exhausted, i.e., until the average cost 
curve meets the'rising curve of marginal cost—evidence that there is no 
further advantage to be gained in seeking greater utilization of existing 
facilities or an enlarged scale of production. Then only is equilibrium in 
the market reached and maximum efficiency in service realized. 13 Dupli¬ 
cation of properties covering the same market area prevents the 
accomplishment of this end. 

The attainment of stability when two or more systems operate within 
one market is circumvented by the fact that the market area is limited by 
the cost of extending service to points distant from the source of 
service or product. Mounting distribution costs place a premium on the 
intensive development of a restricted market area. Public utility capital 
is to a high degree immobile and specialized. A heavy fixed investment 
is no handicap if, when competition becomes too pressing or when de¬ 
mand decreases and prices fall, resort may be had to the production and 
sale of some other commodity or service or to another market area. The 
movement of capital in that case, from a low level of earning power to a 
higher level, is itself competition, broadly conceived according to the 
principle of substitution. But no such circumstance is characteristic of 

“There have been attempts to show that equilibrium can be realized in industries which 
function under conditions of increasing returns, or decreasing costs. See. for example, the 
following symposium: Robertson, D. H., Sraffa, Pierro. and Shove, G. H., "Increasing Returns 
and the Representative Firm: A Symposium,*’ Economic Journal, Vol. 40 (1930), pp. 79 ff. 
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the public utility industries. There the capital is immobile and highly 
specialized, 14 and the introduction of competition compels a fight to the 
death for the available business. In addition, the obligation of a public 
utility to continue service until relieved of the obligation by regulatory 
authority adds to immobility, and makes competition extremely keen 
when it appears. 

Competition is difficult to maintain, again, if the rivalry is between a 
large and a small system. It is an unequal struggle for the reason that 
the large company, having access to the economies of large-scale opera¬ 
tion, produces at less cost and may have greater financial resources. It 
may be difficult to induce a competitor even to enter the market against 
an established system. Setting up in public utility business requires a 
great initial outlay, and it takes time to develop a market; this also 
militates against effective competition. 18 Capital is loath to enter into a 
field where it is likely to be stifled before it has a chance to get a fair 
start. But once in, there is nothing to do except to contend for the avail¬ 
able business. In brief, “the price which will induce new competitors to 
enter the field is ... . much higher than that which will lead old ones 
to withdraw.” 16 

That public utilities are industries of increasing returns is sometimes 
introduced to fortify the contention that competition is uneconomic and 
non-enduring. 17 It seems, however, that the identification of increasing 
return with public utilities is only a variant method of expressing the 
fact that large, incompletely utilized, fixed plant and large-scale econ¬ 
omies, with consequent heavy constant costs that do not vary with volume 
of business, are normal. The phenomenon of decreasing cost occurs 
when increased output results in the lowering of unit costs by virtue of 
better utilization or organization of the factors of production. Increasing 
returns mark an industry when a given quantity of effort (cost) results 
in a greater amount of yield, again because of better organization or 
better utilization. 18 When there is a greater output with less than a pro¬ 
portional increase in facilities and costs, the situation may be described 


“The above does not always apply, as for example in the case of motor bus transportation. 
In that type of enterprise the equipment is not highly specialized, most of the facilities are 
not perforce committed to a specific market area, and the fixed costs are not so large relative 
to the variable expenses as in electric, gas, and street railway enterprises. Restriction of com¬ 
petition in the case of the bus is due not entirely to the need for monopoly in motor transpor¬ 
tation, but also to the desire to protect other transportation facilities with which it comes in 
competition. Cf. Peterson, G. S. ‘'Motor Carrier Regulation and Its Economic Bases,” Quarterly 
Journal of Economics, Vol. 43 (1929), pp. 604, 610-011. 

“This temerity of capital to enter into a competitive public utility field has not been a 
feature of the telephone industry, no doubt because it does not require an especially large 
outlay to launch a new company on a small scale. This helps to explain why competition has 
been unusually tenacious in the telephone industry. Cf. Stehman, J. W„ Financial History of 
the American Telephone and Telegraph Company, p. 335. 

“Hadley, A, T., Economics, p. 15a. 

1T Cf. Jones, Eliot, M Is Competition in Industry Ruinous?*' Quarterly Journal of Economics, 
Vol. 34 (tqao), pp. 473, 491. 

““The law of increasing return may be worded thus: An increase of labor and capital 
leads generally to improved organization, which increases the efficiency of the work of labor and 
capital .... Increasing return is a relation between a quantity of effort and sacrifice on the 
one hand, and a quantity of product on the other.” Marshall, Alfred, Principles of Economics, 
pp. 318*319; *l*o p. 397. 
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either as one of increasing return or decreasing cost. Decreasing cost 
and increasing return, in other words, are related expressions, and the 
same may be said of diminishing return and increasing cost. To repeat, it 
is the existence of costs which are not proportional to output and the 
possibility of large-scale economies which give peculiar significance to 
the law of decreasing cost or increasing return in public utility industries 
and which render competition undesirable from the point of view of 
enterpriser and public alike. 

Because much of the expense of public utility operation cannot be 
allocated to any particular service such enterprises have been designated 
industries of joint cost. 19 Whatever this study rtiay have to say regard¬ 
ing the appropriateness of this designation is reserved for a later chapter 
concerned with rate making. 20 Regardless of the controversy over joint 
cost, it is certain that the difficulty of assigning costs to specific units 
of service increases the temptation to place the heaviest burden of charges 
where the pressure of competition is absent or less insistent, and at the 
same time to cut rates where competition presses. The opportunity for 
price manipulation is enhanced by the requirement that each consumer 
must be connected with the plant. The cost and inconvenience of changing 
from one service to another renders competition sluggish, and makes it 
unlikely that competing public utilities ever will be superimposed com¬ 
pletely upon each other. Partial monopoly is inevitable in any case, and 
the tendency under competition will be to place the unallocable or so- 
called joint costs upon those consumers who are not strictly within the 
competitive area. Discrimination, therefore, enters as a second evil, which 
adds to the ruthlessness of the competitive struggle in that portion of 
the market where the rivalry is most intense. 

Attention already has been called to the fact that competition in 
the public utility industries is limited not only by the cost but also by the 
inconvenience to the public of unnecessary duplication. The distribu¬ 
tion equipment of a telephone, electric, gas, or water utility is extensive, 
and public convenience demands that no more poles and wires be in the 
public thoroughfares than are essential. Dug-up streets, too, are a 
nuisance which public interest requires should be limited as much as 
possible. Not only is it inconvenient for a consumer to transfer his 
patronage from one competitor to another, but it places a burden on the 
general public by virtue of endlessly disrupted thoroughfares. In cities, 
paved streets make digging costly as well as time-consuming. In local 
transportation, competitive duplication not only adds to cost but increases 
traffic congestion in urban centers, and this aggravates a situation that 
is at best a serious problem. 

**See especially the controversy between Professor Taussig and Professor Pigou in the 
Quarterly Journal of Economics, Vol. 27 (19:2-1913), pp. 378, 535, 687. 

“Chap. VIII. 
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In the telephone business there is an additional disadvantage in 
duplicated service. The value of a telephone to a subscriber increases, in 
most cases, with the number of possible interconnections that can be 
made. Complete interconnection under competition would require that 
each subscriber be connected with the lines of two or more companies, 
with two bills to pay, or be content with a partial service. It is this fact, 
in conjunction with the undesirability of parallel facilities in the streets, 
rather than the tendency to decreasing costs with increasing volume, 
which is fundamental to the predisposition of the telephone industry to 
monopoly. 

Increase in the size of a telephone system, unless the exchange be very 
small, requires more than a proportionate increase of interconnecting 
facilities, with a consequent trend toward increasing, rather than decreas¬ 
ing, cost. 21 That is the conclusion, at least, if the number of subscribers 
is taken as the index of increased output or service. But the judgment 
that the telephone industry is one of increasing cost may be reversed if, 
not the number of subscribers, but the number of calls and the average 
distance over which communication takes place are used as the basis of 
cost measurement. The latter probably measure volume of output, com¬ 
munication in this case, more accurately than does the mere number of 
subscribers attached to the lines. When the number of calls and the 
average distance over which communication is accomplished are con¬ 
sidered in the definition of volume of service, it may be that costs do not 
increase faster than the size of the system. In that event, it would not 
be proper to classify the telephone industry as one of increasing costs. 22 

The aim to get good service at the lowest possible price does not 
seem capable of attainment under competition. The conclusion is the same 
whether the matter is approached by appeal to experience 23 or to 
theoretical considerations. Where two competing producers serve the 
same market for a public utility service, it is almost inevitable that 
their combined capacity is greater than the market requires. Neither is 
apt to be producing near the least cost point. Moreover, there is social 
waste in the duplication of productive resources, where one enterprise 
can do the work more cheaply in a market area that is limited by 
mounting costs of distribution. Strenuous efforts to capture and hold 
business at any rate above prime costs follow. The principle of monopoly 
has thus been introduced into the public utility industries, and the ideal 
of one efficient seller has been widely accepted, with the reservation that 
his power as a monopolist be curbed by regulation of rates and service. 

„ „ ”Cf. Wisconsin Railroad Commission, Reports, 1916, pp. 348-351, 370-373; also Stehman, 
J- W ..Financial History of the American Telephone and Telegraph Company , pp. 235-236. 

**Cf. Jones, E., and Bigham, T. C., Principles of Public utilities, pp. 85-89. 

"Chap. II. 
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The Public Utility as a Buyer 

In the preceding pages attention has been focused on the problem of 
monopoly in selling public utility service. The status of a public utility 
enterprise with regard to the other side of the market, the cost or pur¬ 
chasing side, has not been subjected to examination. There is now this 
additional aspect of the relation of competition and monopoly to public 
utilities to be examined. 

It is a self-evident proposition that monopoly control of the selling 
market does not of necessity carry with it similar command over pur¬ 
chasing transactions. 24 A public utility must buy capital, labor, and 
materials, presumably in open competitive markets, in order to perform 
its function. It is subject, if institutional devices of a monopolistic nature 
are absent, to competitive prices and to changing price levels in its pur¬ 
chasing, like any competitive enterprise, regardless of the exclusive 
privilege which it holds in its selling operations. 

Since by legal authority it is aimed to restrict the public utility 
monopolist's income, that authority must in the performance of its duty 
give heed to the cost of public utility operation. Broadly speaking, regula¬ 
tion may be summed up as an attempt to balance income with costs, but 
it is not to be inferred that a regulatory authority should guarantee a 
fixed or minimum return. The problem of monopoly control is not so 
simple, however, if there is reason to investigate the costs themselves in 
order to be assured that they spring from transactions that are freely 
competitive. In other words, it must be ascertained whether or not public 
utilities are favored at all by protection from the normal operation of 
competition in their buying as well as in their producing and selling of 
services to the public. 

Further consideration of the income aspect of public utility opera¬ 
tions, i.e., of the extent to which the public utility operator has control 
of the market for his services, which is the chief purpose of this study, 
is reserved for later chapters. 25 The immediate aim is to point out the 
problems which arise as a result of contact with allegedly competitive 
cost markets. More specifically, it is intended to indicate the limits to the 
frequent assertion that on the cost side public utilities function in a freely 
competitive fashion. 

Capital Casts 

Public utilities, because of large fixed plant, have as one of the prin¬ 
cipal elements in cost the return on investment. 26 There has been much 

“The term purchasing transactions is used here in a broad sense to include all of the 
expenses that a utility enterprise incurs in its operations. Cost of capital is, of course, included. 

“Chaps, iv-vin. 

“Doolittle, F. W., “Essential Operating Costs," in Lagerquist, W. E„ Public Utility Fi¬ 
nance, p. 4x8; Dewing, A. S., The Financial Policy of Corporations, Chap. VI, Book II, p. 319; 
Glaeser, M. G.» op. ext., p. 109. 
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ado over the necessity of not regulating too closely the return of public 
utilities because these enterprises must, like all others, enter competitive 
markets for capital.* 7 The argument is that if the public utilities are not 
allowed a sufficient return, they will find themselves at a disadvantage 
in seeking funds in the competitive capital market. The need for an 
ever-increasing supply of new capital is stressed, and this need is 
claimed even in those cases where there is no indication of future 
expansion. 

It seems that the sufficient-return-to-attract-capital thesis has been 
overworked in the case of public utilities. It is very doubtful whether it 
can be proved that public utilities have been hampered in obtaining 
capital by a refusal of regulatory authorities to permit an adequate return 
on investment. There probably is more truth in the observation that 
public utility regulators have leaned in the direction of liberality, adopting 
an expedient policy in view of the public interest in the financial well¬ 
being of enterprises rendering services so essential. Where particular 
public utility companies have been unable to command respect in in¬ 
vestment circles, the valid explanation is to be found, not in restrictions 
on the rate of return imposed by regulatory bodies, but in the inability 
of the public utility to earn a return when permitted to do so. Its 
deficient monopoly or market position from the selling standpoint is the 
limiting factor. Regulation can sanction a certain return; it cannot 
guarantee its acquisition, as many street railway, gas, and railroad com¬ 
panies have learned during the past ten or fifteen years. 28 

It should be considered, also, that control of the market, or virtual 
seller’s monopoly, reduces insecurity of investment, thereby justifying a 
lower rate of return than in an enterprise subjected to competition with 
its attendant hazards. Thus, while public utility monopoly supposedly 
is limited to selling activity, the fact of virtual 20 control of the market 
operates to make it easier for the public utility company to meet compe¬ 
tition in the capital markets. This observation is borne out by the facts, 
for increasing monopolization of the public service enterprises has been 
a factor in their ability to sell securities on increasingly favorable terms. 80 

The uncertainty and complexity of the “fair value” doctrine, which 
is the basis of the present rate-determining policy of regulatory bodies, 
have caused to be presented various alternative methods of regulation. 

"Kirahman, J. E., "The Principle of Competitive Coat in Public Utility Regulation," Yale 
Law Journal Vol. 35 (1906), p. 80s. 

"United Railways ana Electric Company of Baltimore v. Harold E. West et at. (U. S. 
Sup. Ct.) P.U.R. xpjoA, 335. Re Wisconsin Electric Railway and Light Company (Wis.) 1931E* 

389 , 300 . 

*The adjective "virtual" it inserted to indicate that there is indirect competition from 
substitute services to be accounted for even in the case of public utilities. Public utility 
monopolies, it is probably unnecessary to repeat, are never absolute. Cf. Chap. I. 

"Dorau, H. B.. "Public Utility Financing, 19x9-1935," Journal of Land 6* Public Utility 
Economics, vol. I (193$), pp. 306-331. 
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Among them is the one which would regulate through competitive in¬ 
vestment. The fact that public utilities must enter capital markets in 
procuring their funds and that the value of their securities is determined 
in the competitive security exchanges are seen as opportunities to base 
public utility rates entirely on competitive considerations, the sequence 
running from the investors' estimate of what the securities are worth 
to the determination of rates for the service which will realize that esti¬ 
mated necessary return. 

One of the chief results to be accomplished by the method of competitive in¬ 
vestment is the restoration of competition in its most desirable and effective form 
by shifting its basis back in the industrial process from the supply of product, 
where at best it is not entirely effective, to the supply of capital, where it more 
properly belongs. Since the market value of securities so regulated cannot depart 
mudh from the established value of the investment on which the required earnings 
are estimated and the rates or prices for the product are based, these prices are 
held down to a normal value in a much more effective manner than if monopolies 
were broken up into smaller supposedly competing units. Instead of the prices of 
products being held to correspond with the cost of investments by the indirect and 
uncertain effect of the competition of industrial units in the sale of products, the 
prices of products are held in a direct correspondence with the cost of investments 
by the competition in the supply of capital to the enterprise among the individuals 
who furnish it. The results are accomplished by competitive investment, because 
those in the market who are willing to furnish capital cheapest will make the 
highest offers for the securities of a corporation .... In this way prices would 
actually be fixed by competition in the money market—a competition far more 
effective than competition in the commodity market, even among smaller units, 
could ever be.” 

This process has been termed “automatic” by its sponsors. In effect, 
what the competitive investment doctrine would do is to substitute the 
judgment of the investors for that of regulating bodies as to the worth 
of a particular service and to encourage the issuance of securities to the 
maximum limit of the market to yield sufficient monopoly revenue to 
support them. That the mass of investors is capable of judging either 
the proper portion of investment that should be applied to the various 
business enterprises or the value of the product or service which is 
offered in the market, is doubtful. 82 In fact, the supposition is denied 
by experience, witness the flow of investment into countless enterprises 
which do not come up to the hopes and predictions of the mass of in¬ 
vestors. 88 It is questionable whether the judgment of regulatory com¬ 
missions is any more fallible than the so-called “natural” and “automatic” 
processes of the investment markets in the determination of what the 
services of an enterprise are worth to the people who buy and use them. 


“Blue, F. K., "Automatic Regulation by Competitive Investment," American Economic 
Review, Vol. 5 (10x5), pp. 303*310. 

“Knight, B. K., "Control of Investment Versus Control of Return,” Quarterly Journal of 
Economics, Vol. 44 (1930), p. 263; Knight, B. K., "Why Not Regulate Investment Instead of 
Return?" Public UtUiHcs Fortnightly. VoL 6 (1930), p. 406. 

“Bonbright. J. C., "Why Not Regulate Investment Instead of Return: An Introductory 
Criticism,” Public Utilities Fortnightly, Vol. 6 (1930), p. 406. 
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Intercorporate Relationships 

The maze of intercorporate relationships which has been a striking 
feature of public utility enterprise detracts in no small measure from 
the generalization that public utility purchasing operations are freely 
competitive. Competition covers only those situations where a willing 
and unattached buyer meets a willing and independent seller. The 
sweeping investigation of the public utility industries conducted in recent 
years by the Federal Trade Commission, and reported in more than 
eighty volumes, discloses a wealth of evidence that the whole stream of 
public utility transactions from beginning to end has been saturated with 
monopoly derived from complex intercorporate relationships which facili¬ 
tate concerted action and unified control. 34 

If it were true that public utilities contract for materials and services 
under strictly competitive conditions, the task of regulation would be 
very much simplified. As it is, the commissions have been forced to 
acknowledge the futility of balancing cost with income, when there exists 
a noticeable absence of competition in the cost bargains themselves. The 
situation is portrayed well by the ownership prior to 1925 of over half 
of the stock of the Electric Bond and Share Company by the General 
Electric Company, the largest manufacturer of electrical equipment in 
the country. 85 An investigation by the Federal Trade Commission pointed 
conclusively to the absence of competitive conditions in the purchasing 
of equipment by the affiliated companies. The report said that “the most 
striking feature .... is that, after becoming affiliated with the Electric 
Bond and Share Company, operating companies purchased from 91 to 97 
per cent of their generators in use in 1925 from the General Electric 
Company, as compared with 63 to 78 per cent prior to affiliation .... 
It appears that the companies affiliated with the Electric Bond and Share 
Company before they became so affiliated purchased a somewhat larger 
proportion of their generators from the General Electric Company than 
other privately owned companies. After becoming affiliated they un¬ 
questionably threw practically all their purchases of such equipment to 
the General Electric Company." 86 Identification of a regulated operating 
public utility with a supply organization by stock ownership, interlocking 
directorates, or other common interest nullifies the argument that com¬ 
petition governs purchasing transactions or that the public is amply 
protected. 87 

The holding company providing service or management for a fee is 
also a common occurrence in the public utility industries. Often there is 
a tie-up with an investment banking house or an organization which 

••Federal Trade Commission, Utility Corporation*, Parts 72A and tjA. 

"Federal Trade Commission, Supply of Electrical Equipment and Competitive Conditions, 
P* 98. See also pp. 93, 1x4. xi6. 163. sx3-ai6. 

m Jtnd., p. 100. 

*United Fuel Gat Company v. Railroad Commission of Kentucky (U. S. Sup. Ct.) P.U.R. 
19 * 9 A, 433 * 448 . 
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participates in the marketing of the securities. 88 The purchasing organi¬ 
zation of a banking house, or of a service organization or holding com¬ 
pany, places the orders for materials and supplies for the operating com¬ 
pany and charges a fee. Charges are made also for management and for 
expert advice. The fee which the Associated Companies of the Bell sys¬ 
tem for many years have been required to pay to the parent American 
Telephone and Telegraph Company is an outstanding example. 89 Regard¬ 
less of the exorbitancy of such charges, it is patent that the obligation 
of all the subsidiaries to pay it, and their inability to resort to any other 
organization for equivalent service, invalidates the notion that utility 
operating costs are entirely a competitive matter. It is not uncommon, 
also, for local operating units to purchase gas or electricity at wholesale 
when the purchaser and the seller are part of the same organization. 40 In 
that case, there is an easy opportunity to charge the distributing company 
excessively, to the profit of the entire utility organization and at the 
expense of the consumer. 41 

The various holding companies and service organizations do compete 
with one another to get control of operating units through the holding 
company device, sometimes paying high prices for the properties and 
inflating the rate base. 42 One of the main reasons for getting financial 
control through stock ownership in this way is to prevent competition 
among service organizations. When it has been brought about that an 
operating public utility is no longer free to bargain with several service 
organizations or banking houses, but is bound to one by common control, 
it is a myth to plead that a utility’s monopoly extends only to the sale of 
its services to final consumers. There is in that case monopolistic unity of 
action and control over price in the purchasing markets likewise. 

Ultimately, public utilities must contend with competition for the 
factors of production; but it is competition so far removed from the final 
consumer that he has little assurance that the “costs” of the operating 
company with which he deals are the result of competitive market valua¬ 
tions. It may be premised that a public utility enterprise is not entitled 
to revenue from rates which exceeds the amount required to cover legiti¬ 
mate costs necessarily entailed in the performance of the public utility 
function. 48 Under really competitive conditions in assembling the facili- 


“State of Pennsylvania, Report of the House Committee on Investigation of Public Service 
Commission and Public Utility Companies under Resolution No. jo, 1931* 

“The charge is now (since 1929) lH per cent of gross telephone revenues. See Federal 
Communications Commission, Proposed Report Telephone Investigation, 1038. Chap. VI. Cf. 
Stehman, J. W., The Financial History of the American Telephone and Telegraph Company, 

PP Commonwealth of Massachusetts, Report of the Special Commission on Control and 
Conduct of Public Utilities, 1930, p. 70. _ 

41 Re Dayton Power and Light Company (Ohio) P.U.R. 1931 A, 332. 

“Federal Trade Commission, Supply of Electrical Equipment and Competitive Conditions, 
p. 214. 

“Out of a recent investigation has come the estimate that residential, farm and commercial 
consumers of electricity in New York State paid in 1933 $63,339,373 in excess of the cost of 
serving them. The amount stated would have made possible a reduction of 2.25c per kwh. for 
residential customers and ac per kwh. for commercial service. Power Authority of the State of 
New York, Report on Cost of Distribution of Electricity, 1934, p. 31. 
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ties for public utility service, if that were the case, total costs properly 
chargeable to service would not be difficult to trace. But cost is not 
revealed so clearly in the public utility industries steeped as they are in 
monopolistic arrangements. It is immediately obvious that, under the 
conditions as they exist, the public has an interest in how and by whom 
“costs” are determined, if the latter are to serve as a basis for rates 
which are fair to the public as well as to those having financial interests 
in these enterprises. A privately controlled company will be tempted to 
pad costs in an attempt to justify rates which arise out of monopolistic 
intentions. 

When it is held that cost should be a foundation for rates, it is with 
the important reservation that total cost should be limited to that which 
is attainable under reasonably ideal conditions. In striking contrast with 
the practices of many private utilities, this would require: scientific use 
of natural resources; use of the best available techniques and most eco¬ 
nomical institutional organization; a management devoted to its social 
responsibilities; the minimum supply price of capital with manipulative 
financial risks eliminated; a rate policy conducive to maximum use of 
facilities; complete coverage of the legitimate market and avoidance of 
that better served by other means; and, in general, the exclusion of all 
expenditures not essential to complete performance of the public service 
obligation. 

Divers financial transactions can be employed to cloak spurious and 
unwarranted costs. Write-ups of capital accounts, accompanied perhaps 
by purchase and sale of properties among interrelated corporations, 
afford a profitable method of introducing “costs” into the record to sup¬ 
port claims in the application of the legal intricacies of the valuation 
process. 44 Inflation of the rate base may also be accomplished by resort 
to the fiction that obsolete equipment constitutes reserve capacity or by 
mixing manufactured and natural gas to justify inclusion of the old gas 
plant value in the rate base. 45 Or a company may fail to provide a reserve 
for depreciation and obsolescence on its property out of net income. 
Then any income reinvested in the enterprise adds to the fixed capital 
progressively if there is no devaluation of superseded facilities. 46 Oper¬ 
ating expenses may be enlarged by inefficiency or by various service or 
financial charges exacted by controlling affiliated corporations 47 Liberal 
expenditures in rate controversies or to cultivate friendly public relations 


State of New York, 


“Federal Trade Commission, Utility Corporations, Part 7*A, p. 303: State __ _ 

Final Report of the Joint Legislative Committee to Investigate Public Utilities, 1936, p. 38. 

“Power Authority of the State of New York, Report on Cost of Distribution of Electricity, 
X034, p. 395; State of New York, Final Report of the Joint Legislative Committee to Investigate 
Public Utilities, 1036, pp. 61-66, 

“Power Authority of the State of New York, Special Report on Electric Companies of the 
Consolidated System Serving New York City, An Analysis of Their Financial History in Terms 
of a Rate Base, 193s. 

“Federal Trade Commission, Utility Corporations, Part 7aA, „jpp. 49a, 657-668; Power 
Authority of the State of New York, Report on Cost of Distribution of Electricity, 1934, pp 337, 
34«. 348. 
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become added expenses of operation, unless prevented by law and vigilant 
enforcement thereof. 48 These transactions, and others of similar charac¬ 
ter, permit monopoly profits in the guise of costs to be shunted from 
pillar to post within the network of affiliated companies, thus defeating 
the intent of regulation to protect consumers of service from exorbitant 
charges. 

Fuel Clauses 

The rapid increase in prices during and after the Great War moved 
the public utilities to seek a method to keep rates in line with rising costs 
which would be quicker in its action than the slow procedure of com¬ 
mission hearings and a possible calculation of fair value. 49 The most 
noticeable price increases, as they affected the utility companies, were 
those associated with materials, especially fuel, and labor. It became 
popular, therefore, to provide in utility rate schedules that rates might 
be raised automatically in response to specified increases in fuel costs or 
labor costs. 60 The fuel surcharge, briefly, is a method of protecting utili¬ 
ties from competitive changes in the cost markets by a quick adjustment 
of income to such cost variations. Most of the commissions were willing, 
during this period, to recognize the legitimacy of such charges. 51 The 
public utility companies have not been heard to plead so strenuously for 
the necessity of adjusting rates to cost during periods of declining prices. 

The propriety of fuel clauses has been claimed particularly with re¬ 
spect to rates for large users. Rates for such consumers are usually 
established at a very small margin above cost, so that even a moderate 
increase in expenses turns a profitable industrial contract into a losing 
proposition. The importance of fuel costs in the total expense of serving 
a large user is a further argument in favor of a coal rider attached to 
the rate schedule for that class of business. 52 For example, practically 
all railroad electrification contracts carry fuel surcharges. 63 The fuel 
clause makes provision for the fact that the variable element in the 
expense of serving a large consumer comprises a much greater percent¬ 
age of the total cost of service than in the case of the small consumer 


♦•State of New York, Final Report of the Joint Legislative Committee to Investigate Public 
Utilities, 1936, p. 73. 

♦•Busby, L. A u “Regulation of Public Utilities," Electric Railway Journal, Vol. 46 (1915). 
pp. zo81-1084; R* Georgia R. and P. Company (Ga.) P.U.R. 1921 A, 176. 

••The fuel clause, or surcharge as it is sometimes called, has been more frequently used 
than the wage clause. Therefore, only the former will be discussed, although it is to be under¬ 
stood that wage clauses, with similar purposes in mind, sometimes have been attached to rate 
schedules. 

n Re Alton Gas & Electric Company (Ill.) P.U.R. 1917F, 12; Re Rockingham County Light 
& Pouter Company (N. H.) P.U.R. 1917F, 24; Re Lynchburg Traction & Light Company (Va.) 
P.U.R. 1921E, 87. The New York Commission has not favored fuel and wage clauses, although 
there have been many instances of their use in that state. Re Rochester Gas & Electric Corporar 
tion (N. Y.) P.U.R. xoaiA, 415. 

**Re Marion Light and Heating Company (Ind.) P.U.R. X918D, 692; Re Union Electric 
Light & Power Company (Mo.) P.U.R. xoi8E. 508s Public Service Commission v. Consolidated 
Gas, Electric Light and Power Company (Md.) P.U.R. 1919A, 66; Re Litchfield Water Supply 


Company 


(HI.). 


F.R. X920D, 332. 


■Electrical World, 1029, p. 883. In 1929, ten out of a total of fourteen contracts for 
electric power between railroads ana central stations contained fuel clauses, providing usually 
for monthly or quarterly adjustments. 
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where the current consumed and consequently the variable expenses are 
small and the fixed costs are comparatively greater. 

Another justification for the fuel clause, mentioned by some of the 
commissions, is that most rates for large industrial users allow for the 
possibility of an isolated plant or the use of some other form of energy. 
It is reasoned that with an increase in the cost of fuel, the cost to the 
industrial customer of providing himself with energy from some other 
source is increased likewise, and on the basis of mere competitive con¬ 
siderations the large user should pay more. Moreover, in a period of 
declining fuel prices the central station, if it does not decrease industrial 
rates in sympathy, stands to lose patronage. In brief, as the cost to a 
public utility of serving a large consumer increases, so also does the 
value of that service to the consumer increase; and as the cost to a public 
utility decreases, the value of the central station service decreases. The 
reason is that fuel cost is a major part of the total expense when use 
is large, and as the cost varies for an electric or gas central station so 
also does the cost to the consumer of providing himself with energy from 
some other source change. This holds true, of course, only when the 
same fuel is assumed to be under consideration by both the public utility 
and the industrial consumer. But even though that should not be the 
case, it is likely that all fuels would have price oscillations somewhat in 
sympathy with each other. The prices of substitute commodities and 
services tend to move upward and downward together not only in the 
case of public utility services, but for commodities and services in general. 
The California gas companies, which use oil as a basic fuel and also 
find in oil a major power and heat competitor, have very successfully 
applied this method of keeping in step automatically with changes in the 
competitive fuel situation . 84 Public utilities and commissions in other 
states also have accepted the fuel clause as a suitable device for this 
purpose . 88 

Recently, the use of fuel clauses has been challenged. They have been 
criticized as discriminatory against the small consumer, whose coal cost 
is almost negligible . 56 The increased efficiency in the use of coal in the 
production of electricity has meant that a surcharge provision of several 
years' standing has realized for the company considerably more increased 
revenue than the increased cost of fuel would warrant. The public utili¬ 
ties have urged the use of a fuel clause not only as an automatic adjust¬ 
ment for fuel price variations, but also as a rough index of changes in 

M Mott, A. G. (Chief Engineer, Cal. R. R. Comm.), “A Fuel Price Clause in Rates for 
Domestic and Commercial Gas Service/* American Gas Journal, Vol. 130 (xoao). p. 45. 

"Re Milwaukee B. R. & L. Company (Wis.) P.U.R. 1018A, 798; Re East St. Louis L. & 
P. Company (Ill.) P.U.R. 19X8B, 327; Re Public Service Company of Northern Illinois (Ill.) 
P.U.R. X924B, 388. 

“•The coal clauses usually provide that customers* bills shall bear a percentage increase 
or decrease for a stipulated change in the price of coal. Re Bridgeton Electric Company (N.J.) 
P.U.R. 1917F, 205. 
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other costs. It is claimed that the New York Edison Company in the 
period 1920-1928 collected from consumers under the guise of the coal 
surcharge $29,000,000 in excess of the increased cost of coal. 57 The point 
is well made that it should not be necessary to base utility rates on such a 
crude index. 58 Nor is there any reason for public utilities to be protected 
against every fluctuation in costs. 59 If it be contended that the violent 
price fluctuations during and after the war made speedy adjustments 
in rates necessary, the answer is that such an emergency condition has 
now passed. 60 In fact, when price levels are declining, fuel clauses will 
not be so popular with the private companies, except where their use is 
indispensable to the retention of business. The similarity in result 
between the fuel clause, when it is used to offset changes in all costs and 
not merely those in fuel, and the service-at-cost plans, widely used in the 
reconciliation of cost and income in the electric railway business in recent 
years, is apparent. 81 

More serious than the charge that a fuel clause gives a public utility 
undue protection and that it paves the way for shady practices is the 
indictment that the regulating commission is relieved illegally of its duty 
to justify and approve all public utility rate changes. 82 The fuel clause 
as a competitive device becomes another method of undermining rigorous 
public control through commission supervision over rates. The conclu¬ 
sion is that fuel clauses should be limited to adjusting costs for fuel only, 
and that their application is unwarranted except in the case of large 
users where even a fairly small increase in fuel prices would wipe out 
the thin margin of profit usually realized on such business. In any case, 
the fuel clause is properly a measuring device to be used by the regula¬ 
tory commission in its rate supervision. It should not be a substitute for 
commission regulation. 


Appliance Merchandising 

A study of the competitive and monopolistic aspects of public utility 
activities would be incomplete were attention not called to the merchan¬ 
dising of appliances. The distinguishing feature of this appliance com¬ 
petition is that it is voluntary on the part of the public utility. An elec¬ 
tric company or a gas company is under no legal obligation to sell ap¬ 
pliances; it is not under any compulsion when it competes in this field. 

Even the right of a public utility to engage in merchandising without 
explicit charter permission to do so has been challenged, but in the leading 
case on the subject, the Pennsylvania Supreme Court decided that 


“New York Report, 

u Rockport t. Clifto ft ,__ _ _ „ 

m Re Van Brunt St. & B . J&. R. Company (N.Y.) P.U.R. xpxpE, 7*3« 
m Re Muncie Electric Light Company (Ind.) P.U.R. T917F, 33. 

“Morgan. C. S., Regulation and Management of Public Utilities, pp. 188-333* 
"R* Rockford hlectric Company (Ill.) P.U.R. 196. 
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selling of appliances is a necessary incident to public utility business. 68 
On the other hand, two states (Kansas and Oklahoma) have prohibited 
by law the right of a public utility to engage in the selling of appliances. 64 
In nine other states there was unsuccessful agitation in 1931 for similar 
legislation, fostered by the American Bureau of Commerce. 65 Anti¬ 
merchandising bills appeared again in eleven state legislatures in 1935, 
but all failed of enactment. 66 

It is the independent dealers who vigorously oppose the invasion of 
the public service corporations into the merchandising field. Their com¬ 
plaint is that the utility competition is unfair, because the public utility 
sells below cost and recoups losses from consumers by charging higher 
rates. 67 To this chief grievance is added the lament that extensive and 
loose credits, allowances for old appliances, free service, and free installa¬ 
tions offered by the public utilities put the independent merchandiser in a 
hopeless competitive position. The practice of the public utilities in col¬ 
lecting for appliances by adding the installments to the regular monthly 
bill for service, implying that the latter will be discontinued unless the 
appliance payments are made when due, makes collection easy and loss 
from bad debts slight. The independents see in this another form of 
unfair competition. 68 

The non-utility dealers have been greatly incensed at public utility 
practices such as selling or giving away kitchen cabinets, mops, brooms, 
and cooking utensils in their appliance promotion schemes. 60 The retailers 
demand that the public utilities be confined rigidly to the rendering of 
service. 70 They do not propose to permit utility participation in ap¬ 
pliance selling under any conditions, maintaining that it is not the practice 
but “the opportunity for unfair competition which is at issue/' 71 The in¬ 
dependent dealers want to know by what right the public utilities sell 
appliances, since the railroads have been barred from the coal business. 72 
It does not seem to be quite to the point, however, to compare the opera- 


n Commtssion ex rel. Baldridge v. Philadelphia Electric Company (Pa. Sup. Ct.) P.U.R. 
19*jD, ^5^ Welch, F. X.,^ “When a Utility Company Merchandises," Public Utilities Fort - 

^feoyingf Creorge’ l?. P "W6at State Lawmakers Have Done for and to Regulation in 1931," 
Public Utilities Fortnightly, Vol. 8 (1931), pp. 723. 73 »• 

m Ibid. The nine states are Missouri, Alabama, California, Illinois, Indiana, Nebraska, 
Nevada^ Pennsylvania, and Tennessee. 

•Doying, G. E., "The 1935 Utility Legislation throughout the States," Public Utilities 
Fortnightly , vol. 16 (1935). p. §31. 

•Soule, L. S., "Thev Sell Appliances Now—What Next?" Gas Age-Record, Vol. 66 
(1930), p. 306. Reprinted from Hardware Age, August 14, 1930. 

•"The Unfair Competition of the Public Utilities," Gas Age-Record. Vol. 66 (1930), 
p. 304. Reprinted from the August z, 1930, issue of the Plumbers and Heating Contractors 
Trade Journal. 

•Clark, N. M., "When a Utility Company Merchandises," Public Utilities Fortnightly, 
Vol 7(1930), pp. 140, 143. 

•The bitter feeling of the independents is indicated by the following passage: M . . . . 
Public Utilities should be kept out of the appliance merchandising field .... they have their 
own particular field—the generation and sale of gas and electricity—and had better stop 
crawling under fences to stick knives in the backs of neighbors who are trying to conduct a 
legitimate business in a legitimate . , . . way." "The Unfair Competition ot the Public Utili¬ 
ties, Age-Record, Vol. 66 (1930), p. 364. 

•Soule. L. S., op ctt.. p. 306. 

n Gas-Age Record, Vol. 66 (1930), p. 304. 
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tion of mines for the sale of coal by the railroads with the sale of 
appliances by the local utilities. A railroad has complete facilities for 
rendering transportation service without any commercial participation 
in the coal industry. But a public utility cannot sell electricity unless 
there are appliances installed. They are a part of the system essential 
to electric service, just as are the wires or pipes leading to the house. 

In rebuttal, the utilities have pointed to the disorganized marketing 
facilities for appliances, the lack of salesmanship, and the installation of 
equipment of inferior quality by the independent dealers. The gas and 
electric companies call attention to the successful control of appliances by 
the American Telephone and Telegraph Company as an indication of the 
natural union of the service and appliance businesses. 73 The implication 
is that public utilities have entered the merchandising arena in their own 
defense. 74 The public utility organizations have voiced a desire to 
abandon merchandising as soon as the other dealers can guarantee that 
prices and quality of appliances will be such as to promote their wide 
usage. 75 Charges of cut-throat competition have been met by expressions 
of willingness to co-operate with the other retail outlets in putting the 
business on a fair basis. 76 

The crux of the matter is whether or not a utility shall be privileged 
to sell appliances below cost and recoup losses by capitalizing them or 
by charging them to operating expenses. The public utilities emphasize 
the promotional aspect, namely, that appliances and service are comple¬ 
mentary goods, and that from the standpoint of the consumer the demand 
is a joint one. Hence, it is as necessary that the price and quality of 
appliances be satisfactory to the consumer as it is that the rate for the 
service itself be promotional. As a part of their program to develop the 
domestic load, the electrical and gas utilities have urged that the merchan¬ 
dising department is properly a promotional department, and as such 
should not be required to be self-supporting. 77 The argument that ap¬ 
pliance losses are recovered through rates for service is answered by 
pointing to the decreased costs and lower rates which result from the 
expansion of business made possible by cheap appliances. 78 In other 
words, they say, it is a question of taking a small loss, if necessary, in 
order to register a large gain. 

The weight of authority, however, has been against the utilities' 
treatment of appliance losses as an operating expense of the service 
business. The commissions in Idaho, Illinois, Missouri, Montana, Michi- 


T *The telephone companies do not sell appliances however; they rent them. 

"Electrical World. Vol. 95 (1930), p. 407. 

™Acker, E. R., “Co-operative Merchandising,*' American Gas Association Proceedings, 
1929, p. 428. 

"N.E.L.A. Bulletin, April, 1930, p. *31. 

w Dorau, H. B., “Appliance Merchandising Policies and the Future of Gas," Gas Age- 
Record, Vol. 61 (19*8), p. 343. 

*Proceedings of the American Gas Association, 19*9, p. 422. 
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gan, Nebraska, New Hampshire, North Dakota, Pennsylvania, Utah, 
Washington, and West Virginia have held that merchandising is not 
strictly utility business under the law, and that the merchandising ac¬ 
counts, therefore, must be segregated. 79 The Wisconsin legislature re¬ 
cently passed a law to the same effect, so that the commission might not 
be in doubt as to proper procedure. 80 

The conclusion is that the public utilities justifiably are interested in 
the existence of efficient appliance outlets, and that, if by participation 
they would promote appliance sales, the privilege ought not to be denied 
them. But that appliances may be sold at any price which will get them 
into the homes has not gained the approval of most commissions and 
courts. And in their decisions on this point, the regulators rightly have 
been interested primarily, not in the independent dealers who may be 
damaged, 81 but in the consumer who may be inveigled into installing 
appliances with the bait of unusually low prices, only to pay the full 
price, indirectly, through rates for service. 82 

^Welch. F. X., “When a Utility Company Merchandises/’ Public Utilities Fortnightly, 

kin public utilities were barred from the merchandising field in 19^1, 

the State Supreme Court overruled the Commission in justifying appliance losses as operating 
expense when it results in a substantial amount of new business. Wichita Gas Company v. 
Public Service Commission (Kan. Sup. Ct.) 368 Pacific xzi, P.U.R. 1928D, 124. 

“As a matter of fact, that is not the concern of the public utility commissions, but of the 
Federal Trade Commission. 

“Discussion, in Chap. VIII, of the undesirability of over-promotion involves this matter 
again. 



Chapter IV 


DIRECT COMPETITION 


The preceding chapter was concerned in part with examining the 
contention that public utilities are best operated as seller’s monopolies. 
The present chapter will seek to determine the extent to which the 
monopoly form of organization has been encouraged in the production 
and sale of public utility services up to the present time. The emphasis 
is on commission policy under the law regarding public service corpora¬ 
tions and on the processes of regulation, rather than on a specific recital 
of the localities where direct competition or protection from it exists. 

The term direct competition, for the purposes of this investigation, 
covers the entire production of a given service from whatever sources 
derived, when those sources may be said to be competing with each other. 1 
For example, electric energy fnay be produced under competitive con¬ 
ditions by two privately owned public utilities, by a privately owned 
utility and a municipal plant, by a mutual company 2 and a public utility, 
or by a public utility and an isolated private plant. The comparison of 
rates between localities ordinarily considered separate market areas is 
likewise discussed under this heading. Such comparisons are sometimes 
influential, it has been held, in determining the location of industry; and 
rate comparisons are used by regulating bodies in their attempts to as¬ 
certain reasonable rates. 


Law and Commission Policies Favor Monopoly 

In the industries covered by the term local public utilities, competition 
between two or more public service corporations operating within one 
market area is no longer the typical case. Chapter II sketched the history 
of public utility organization from the early days of unrestricted com¬ 
petition, through the experimental periods of regulation, to the present 
situation where commissions with mandatory powers are the rule. With 
the spread of state commission regulation, the reliance upon competition 
as a regulating force diminished. Regulation by law through public 
utility commissions practically has superseded regulation by competition 


'This use of the term direct competition has been adopted because it offers the most con* 
venient approach to the problem of competition in public utility industries. The following 
chapters are reserved for the treatment of indirect competition, more specifically, all cases 
where several non-identical but similar products or services competitively seek to satisfy the 
same demand. As an example, wood, coal, oil, gas, and electricity offer several ways of pro¬ 
viding heat and power. Apart from the consideration of convenience of treatment, the division 
made here between direct and indirect competition appears logical, for the nature of the product 
or service is more fundamental to the question of whether competition is direct or not than is 
the source of that product or service. Cf. Chap. I. 

*The designation “mutual company/' employed here in its usual meaning when applied 
to a business undertaking, refers to that type of organization which is essentially a consumers' 
cooperative association, the owners of the enterprise being the same individuals who use the 
product or service. 
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between two utilities, it having “become the settled conviction of most 
of the states that the regulation of public utilities through competition 
among them has ^en a failure; that competition among public service 
corporations has|pp and is wasteful, unscientific, and uneconomical; 
that unbridled cottl^etition among public service companies results only 
in injury and loss to the general public and in most instances to the 
owners of the utilities/' 8 

Remnants of the competitive regime remain. Only Delaware has no 
regulatory commission at all. Public utility commissions have some con¬ 
trol over interurban electric railways in all but two states; over street 
railways in all but three; over motor buses except in one state; over 
electric light, heat, and power utilities in all but seven; over natural gas 
distributing units in all but six; and over manufactured gas utilities in 
all except eight states. The scope of commission control over the several 
types of public utilities varies greatly in the various states, and the ex¬ 
istence of a commission is not conclusive evidence that competition has 
been scrapped entirely. 4 In some of the states where state commissions 
lack broad powers, control of public utility enterprises is still vested in 
the municipalities, and the city authorities determine whether compe¬ 
tition or monopoly shall prevail and in what manner the one or the other 
shall be controlled. 

Where monopoly is not the accepted policy of a state, an attempt by 
a public utility to eliminate competition makes it liable to prosecution 
under anti-monopoly and restraint-of-trade statutes. 5 That states have 
the right to make anti-trust acts applicable to public utilities as well as 
to other types of business is well established. 6 In the absence of specific 
exemption, it is likely that a court would hold a public utility liable for 
the infringement of anti-monopoly law, as was done by the Nebraska 
Supreme Court. 7 Hence, in the absence of commission power to restrain 
it. competition can be the source of much trouble in the present day. But 
in the event that public utilities have been made responsible to a public 
service commission, it has been decided that state anti-trust laws no 
longer apply, regardless of whether or not such statutes specifically 

M Re Himburg (Mich.) P.U.R., loszC, 422, 

4 Bonbright £ Company, Inc., A Survey of State Laws on Public Utility Commission Regu¬ 
lation in the United States (2d ed.). 1930, p. iz. 

80 Any person or corporation who shall monopolize or attempt to monopolize or combine 
or conspire with any other person or persons to monopolize any part of trade or commerce In 
what is commonly known as electricity within the state of Nebraska, and also, when engaged 
in the business of producing, selling, or distributing the same, shall enter into a contract, com¬ 
bination, or conspiracy to, or who shall give direction or authority to, do any act for the 
purpose of driving out of business any other person engaged therein, or who for such purpose 
shall in the course of such business sell any article or product at less than its fair market 
value or at a less price than it is accustomed to demand, or receive therefore in any other 
place, under like conditions, is within the prohibitions of sections 3448, 3449 * Ann 3453* 
Comp. St. 1922, and such acts are in contravention of the public policy established thereby. * 
Headnote by the court. State ex rel. Spillman v. Interstate Power Company (Nebr. Sup. Ct.) 
P.U.R. 1920E, 358. 

•Cf* Spurr, H. L., “Public Utility Mergers and the Law,” Public Utilities Fortnightly, 
Vol. 4 (19*9). PP- 4J*-468. „ 

'State ex rel. Spillman v. Interstate Power Company . 
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exempt them. It is reasoned that the state by its action providing for 
regulation of rates and service, the requirement of a certificate of con¬ 
venience and necessity, or the commission approval of consolidation 
abandons the enforcement of anti-monopoly laws in this field. 8 

Commissions lacking the power to prevent competition in the public 
utility industries have often deplored their impotence in this respect. 
Moreover, they have sometimes made their influence felt by appealing to 
municipalities not to grant competitive franchises. But the commissions 
have no coercive powers in such cases, and are limited to exposing the 
undesirable consequences of competition. To illustrate the above situa¬ 
tion, the Montana Commission recently found itself powerless to prevent 
duplication of natural gas companies when “promises of competition and 
a 15-cent natural gas led citizens of these communities to approve the 
granting of the franchises.” Following a description of the competitive 
battle which ended disastrously, the commission added that “while this 
commission thoroughly disagrees with the policy of competition between 
public utilities because it is our experience that the system is productive 
of waste and disorder and is economically unjustified, we are a creature 
of the legislature and responsive to its will.We have on numer¬ 

ous occasions counselled cities and towns of the general unsatisfactory 
results that flow from admitting competing utilities in small communities, 
but we have not and will not attempt to coerce them.” 0 In other states, 
Pennsylvania, North Dakota, and South Dakota among them, the com¬ 
missions have criticized competition, have reproved cities permitting it, 
but at the same time have admitted their inability to eliminate it. 10 

Not all states, to repeat, have placed a ban on competition. In fact, 
as will be revealed subsequently in this chapter, the certificate of con¬ 
venience and necessity, the chief instrument in the restriction of com¬ 
petition, is employed in only a bare majority of the states. Moreover, 
not all of these apply it to all of the local public utilities. The more de¬ 
veloped states do have anti-competition laws, however, and the trend 
is very definitely in the direction of disapproving competition between 
two or more private companies. 11 


*Continental Securities Company v. Interborough Rapid Transit Company (U. S. Circ. Ct.) 
221 Fed. 44, P.U.R. 1915D, 38, 40; Tennessee East Electric Company v. Hannah (Tenn. 
Chancery Ct.) P.U.R. iga8D, 51: Re Central Indiana Power Company (Ind.) P.U.R. 1930D, 
65, 84-88; State v. Inland Forwarding Corporation (Wash. Sup. Ct.) P.U.R. 193*E, 394- 
•Re Bowdoin Utilities Company (Mont.) P.U.R. 1931B, 20. 

10 Bondholders of Allegheny Valley Water Company v. Borough of Tarentum (Pa.) P.U.R. 
1915C, 174; Cilley v. Kennebec Telephone Company (S. D.) P.U.R. 1915F, 839; Public Service 
Commission v. Blue Flame Gas Company (Mont.) P.U.R. 1926D, 314; Electrical World , Vol. 
89 (1027), p. 933 * 

The Iowa commission, also, has no jurisdiction over the duplication of properties, but 
apparently is not greatly concerned about that, for it is on record with this statement: "The 
general policy of tnis state has been to foster competition and to prevent exclusive rights and 
monopoly. Tnis state has not yet adopted the policy that a regulated monopoly is better than 
free competition between as many persons and corporations as may be inclined to get in and 
try their luck.** Schmidt Bros . 6 r Company v. Citizens of Clayton County (Iowa) P.U.R. 19x6c, 


49. 

**The subject of competition between private companies and municipal enterprises is dis* 
cussed in the following chapter. 
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Whether a state shall promote or restrict competition is, of course, 
a matter of law. A commission cannot run directly counter to the ex¬ 
pressed policy of the people, decreed in constitution or statute, though 
commissions have found it possible in one way or another to expand upon 
the letter of the law and thus add to their powers. But no matter how 
explicit the statutes may be, there will always be need for judgment 
and discretion on the part of the regulating bodies. The states, for the 
most part, charge the commission with deciding when the admission of 
a competing utility is advisable. It is to be expected that the commissions 
would set up for themselves general standards to be followed in their 
attempts to meet this responsibility. First of all, then, it has been decreed 
by the commissions, and reiterated by the courts, that the public interest 
is the fundamental consideration. All else must give way to the require¬ 
ment that the policy be followed which will, in the long run, result in 
the best service at the most reasonable rates. The public interest has 
been found to be associated, within limits, with the monopoly form of 
organization. The long-time welfare of the public has been empha¬ 
sized, and it has been a major criticism of competition that while it may 
be in harmony with the public interest for short periods of time, its 
eventual result must be cut-throat tactics, deteriorated service, and 
forced consolidation, with a consequent heavier burden of charges on the 
consumer. 

The Investor's Interest 

It has been contended by and for the utilities that not only must the 
public welfare be consulted 12 in considering whether to admit competition, 
but that the utility investors’ interests must be regarded also. 18 The 
authorities in the various states have not been all of one opinion in this 
matter. 14 There has been a general recognition that the public interest 
is bound up with that of the investor insofar as a utility financially 
healthy will be in a position to render better service than one unable 
to earn a reasonable return. But that is scarcely the equivalent of placing 
the interests of the consumer and of the investor on a par with each 
other. No doubt, attention by the commissions to the investors’ interests 
is due to a great extent to the widespread ownership of utility securities 
among people of limited means, often customers and employees of the 
company, and among trust companies, banks, and insurance companies. 

It has been argued by the utilities, also, that the possession of mo¬ 
nopoly is a property right of a public utility which cannot be infringed 
without invoking the “due process of law” clause in the Federal Con- 


3 Si; 


W. 897* P.U.R. X919A, 343. 


**Stat* ex rel. Atkinson (Mo. Sup. Ct.) 27$ Mo. 3*5, 004 S. W. 

Re Highway Transportation Company (Ind.) P.U.R. 1026D, 394. 

u Re Any-Where-For-Hire Carriers (Ore.) P.U.R. 1928D, 447; Re Colorado Gas and Oil 
Lm# Company (Colo.) P.U.R. Z925A, 508; Re Phoenix Water Power Company (Ariz.) 
P.U.R. xox 6 C, *39. 

u Ib*d. Also, State ex rel. Atkinson, supra. 
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stitution. 15 That contention has never been concurred in by a com¬ 
mission or court; it has frequently been denied. 16 A leading case on this 
point has been interpreted as conferring upon a public utility a right to 
monopoly. 17 The Frost case, however, does not turn on the point whether 
a utility has a constitutional right to protection from competition. The 
Supreme Court there decided that a certificate from a state commission 
was an exclusive privilege only “against any person attempting to operate 
.... without obtaining a permit/’ 18 The Supreme Court did, however, 
place the burden of proving the need for a second utility on the com¬ 
mission when it said: “If the proviso dispensing with a showing of 
public necessity on the part of the Durant and similar companies is 
invalid as claimed, the foregoing principles afford a sufficient basis for 
the maintenance of the present suit, against not only the Durant Com¬ 
pany, but the members of the Commission, who threaten to issue a permit 
for the establishment of a new gin without a showing of public neces¬ 
sity” 1 * (Italics by the author.) It is possible, too, that the pronounce¬ 
ment of the courts that confiscatory rates cannot be imposed upon 
public utilities has been translated, erroneously, into the belief that public 
utilities must be protected from competition which would make the at¬ 
tainment of a reasonable return impossible. 20 

On the other hand, the due process clause has been employed also 
in an effort to prove the right of an applicant to enter a field already 
occupied. The courts have settled the point in connection with public 
conveyances by describing the use of the public highways as a special 
privilege which the state under its police power may grant or withhold 
without violation to the “due process” and “equal protection” clauses of 
the Constitution. 21 

In brief, while the commissions should have regard for the investors’ 
interests, the basis for it must always be the ultimate public interest. The 
protection given the public utility owners is incidental. The attitude of a 
commission towards its duty has a bearing upon the reasonableness of 
protecting the investor. If regulating bodies actively champion the con- 


**Re Turner Light & Power Company (Me.) P.U.R. 1916A, 418. 

u Re Wilkes-Barre Light Company (Pa.) P.U.R. 1917E, 367; Be Burlington Transportation 
Company (Neb.) P.U.R. 1929C, 032: Frost v. Corporation Commission (U. S. Sup. Ct.) 278 
U. S. sis* 49 Sup. Ct. Rep. 235. P.U.R. 1929B, 634. 

1,1 Public Utilities Fortnightly, Vol. 3 (1929), p. 3SS- 

^•“While the right thus acquired does not preclude the state from making similar valid 
grants to others, it is, nevertheless, exclusive against any person attempting to operate a gin 
without obtaining a permit or, what amounts to the same thing, against one who attempts to do 
so under a void permit; in either of which events the owner may resort to a court of equity 
to restrain the illegal operation upon the ground that such operation is an injurious invasion 
of his property rights. The injury threatened by such invasion is the impairment of the 
owner’s business, for which there is no adequate remedy at law.” Frost v. Corporation Com¬ 
mission (U. S. Sup. Ct.) 278 U. S. si5. 49 Sup. Ct. Rep. 235, P.U.R. 1029!), 634, 639. 

t 9 Ibid. The Court observed, also, that a mutual company, according to its interpretation 
of Oklahoma law, is not exempt, by its nature, from the law requiring a certificate to legalize 
operation. 

»United States Light & Heat Corporation v. Niagara Falls Gas and Electric Light Com¬ 
pany (U. S. Dist. Ct.) 23 F (2d) 719, P.U.R. 1927E, 749. 

»Packard v. Banton (U. S. Sup. Ct.) 264 U. S. 140; Re James (Vt. Sup. Ct.) 132 Atl. 
40, P.U.R. X926C, 325. 
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sumers* interests in rate matters, a high degree of monopoly protection 
to the one utility already in the field is defensible. But if the commission 
assumes a judicial attitude, limiting its activity to arbitrating disputes 
brought before it by one of the parties, more recourse must be had to 
competition, for the unorganized consumers have little power to hold up, 
unassisted, their end of a rate controversy. 

Adequacy of Service 

Fundamental to the determination of whether the public interest is 
attained and the existing utility deserving of protection from competition 
is the assurance that adequate service is being rendered at reasonable 
rates. Here, again, the principle is simple and direct, but the decision 
as to adequacy of service in a specific case is one for the commission 
to make after pondering over all the circumstances. The corresponding 
duties resulting from receiving the privilege of monopoly go to the 
foundations of the public utility concept. The Maine commission has 
stated this principle impressively as follows: 

Yoked to, and in perfect step with, this monopolistic right of each company is 
the duty which it owes to the public. If the company owed no duty to those living 
within its territory and could act its own pleasure unrestricted and unenlarged 
by law or other rule of conduct, the result would be that each such company 
would, within its territory, have all the authority of a feudal lord, demanding and 
receiving unmerited and arbitrary tribute, yielding in return those things, and only 
those things, which its capricious pleasure suggested. Such, however, is not in 
accord with present knowledge of law, equity, or modern enlightened practice. 
The enjoying of a monopoly compels the performance of resultant duties. If a 
utility would occupy exclusively a given territory, it must serve adequately, fairly, 
fully, this same territory. For the very reason that it is the only one in the field, 
it is under imperative obligation to serve within reasonable bounds, all whom it 
finds within its field.” 

The majority of the states have decreed monopoly with a condition 
—that existing service be adequate and rates reasonable. The com¬ 
missions are charged with determining whether these obligations are 
met. In doing this, no formula has been set up beyond the general 
specification that the utility must be both able and willing to meet all 
reasonable demands from all classes of consumers. 28 Thus a company not 
having a sufficiently large installation to meet the demands of large 
power consumers cannot be considered to be rendering adequate service. 24 
But a public utility must not be expected to meet unreasonable demands, 
and in one noteworthy case the Idaho commission declared that poor 

_ "Churchill v. Winthrop & Wayne Light & Power Company (Me.) P.U.R. xox6F, 75*. 

Cf. Pound. Roacoe, The Spirit of the Common Law, p. 14; and Glaeser, M. G., Outlines of 
Pubhc Utility Economics, p. 167 . 

"Coast Counties Gas and Electric Company r. Sierra and San Francisco Power Company 
(Cal.) P.U.R. 1917C, 709; Pacific Gas and Electric Company v. Great Western Power Company 
(Cal.) P.U.R. 19x7c, 820. 

u Re Great Western Power Company (Cal.) P.U.R. Z9X5E, 843. 
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heating service from an electrical utility did not constitute inadequacy, 
because electricity is not economically suitable for heating purposes. 25 
Extensive use of the service has been made a criterion of adequacy. 26 
Complementary to the adequacy of the service is the consideration of 
whether or not rates are reasonable. The promise of a mere shading of 
rates on the part of a potential competitor has been condemned as an 
excuse for duplication of facilities. 27 Nor does the lawful increase of 
rates by the utility in the field warrant the intrusion of a competitor upon 
the complaint of disgruntled consumers. 28 

Summing up, the case for adequacy of service does not appear to 
rest solely upon whether an applicant can render cheaper and better 
service, if the commission is satisfied that the occupant company is put¬ 
ting forth reasonable effort to provide service and is charging reasonable 
rates, all circumstances taken into account. This emphasis on the word 
“reasonable” suggests that the protection to monopoly is not an arbitrary 
and unvarying rule, but “is a practical system, designed .... to pro¬ 
mote the public good, and the particular facts in each case are to be 
regarded in applying it,” 29 and that competition is to be avoided except 
as a last resort. The responsibility, again, is on the commissions, and the 
success of the system is dependent on their proper functioning. Perhaps 
the commissions ought not to go too far with such vague doctrines as the 
one “that the public must be concerned as distinguished from any number 
of individuals.” Such a statement implies, if it has any sensible meaning 
at all, that the public convenience and necessity is nothing more than the 
judgment of the commission as to what is best for the public. Turning a 
deaf ear to public demand for service is dangerous procedure, even 
though it may be true that the public may not know its own interest in 
all cases. Once more an illustration is given of the extensive discretionary 
power which has been vested in the state public service commissions. 

Having concluded service to be inadequate, the commission has still 
to decide whether the admission of competition is the proper corrective. 
This issue the majority of the state laws and commission interpretations 
have resolved in the negative. The emphasis has been placed on trying 
to improve the existing service rather than on resorting to the admission 
of a second utility. 80 Protection has been denied, however, where there 
has been wilful failure to render adequate service over a long period of 


"Re Idaho Light and Power Company (Idaho) P.U.R. 1915A, 2. 

"Re Farmers* Mutual Telephone Company (Ohio) P.U.R. 1916D, 930. 

"Re Belmont and P. V. Telephone Company (Wis.) P.U.R. 1918A, 491; Re Beaver River 
P. & L. Company (Idaho) P.U.R. 1915B, 381; Re Holmes (Cal.) P.U.R. 1927D, 68. 

"Re Hulsdale and W. Telephone Company (Wis.) P.U.R. 1926c, 545! R* Union Co¬ 
operative Telephone Company (Wis.) P.U.R. 1930E, 27 3. 

"State ex rel. Atkinson (Mo. Sup. Ct.) 275 Mo. 325, 204 S. W. 897, P.U.R. T919A, 343. 
"State ex rel. United Auto Transportation Company v. Department of Public Works 
(Wash. Sup. Ct.) 206 Pac. sx. P.U.R. 1023E, 335; Coney Island Motor Bus Corporation v. 
Public Utilities Commission (Ohio Sup. Ct.) 1x5 Ohio Sit. 47, P.U.R. X926E, 284; Vogt v. 
Linden Telephone Company (Wis.) P.U.R. X917A, 614. 



60 COMPETITION AND MONOPOLY IN PUBLIC UTILITY INDUSTRIES 

time and disregard of requests for improvement, or where the likelihood 
of success in bringing the service up to standard is improbable. 81 

A few of the commissions, that of California being the leader, have 
maintained that existing utilities shall not be allowed to await the threat 
of competition before taking steps to improve service. Thus, a utility 
rendering poor service will be given no consideration upon the applica¬ 
tion of another company to render service. The reasoning is that while 
competition is per se undesirable in most cases, the threat of competition 
is necessary to provide the incentive to give good service. It is reasoned 
further that competition will never be threatened if the only result of an 
application to enter is to be that the occupant will be forced to improve 
service. A corollary to the California policy is that in the case of regions 
not yet fully developed and where natural resources are abundant, there is 
special need for encouraging progressiveness. It is maintained that assur¬ 
ance of monopoly results, not in concern for progress, but in stagnation. 
Confronted with the objection that the effect of competition must be cut¬ 
throat activity and eventual consolidation, the proponents of this policy 
say that such a result is avoided by the fact that the public utility com¬ 
mission has jurisdiction to outlaw unfair tactics. 82 

Apparently, the California commission is willing to admit its inability 
to require a public utility to be progressive without using the threat of 
competition as a motivating force. At the same time, it is confident that 
by its intervention competing utilities can be restrained from competing 
unfairly. This would seem to involve the conviction that it is easier to 
control competition in public utility industries than to control monopoly. 
Be that as it may, the majority of the states have asserted their power 
in the second case, by requiring utilities to provide adequate service at 
reasonable rates under monopoly. That two utilities may advantageously 
be admitted into a large territory which has not approached the satura¬ 
tion point in its development and where natural resources exist in 
abundance, is logical, and this policy no doubt would be acceptable to 
most commissions. The division of a large, relatively undeveloped terri¬ 
tory between two or more organizations need not lead to the cut-throat 

**Re Cole (Mich.) P.U.R. 1921C, 385; Re Coles County T. & T. Company (Ill.) P.U.R. 
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Pactfic Gas & Electric Company v. Great Western Power Company (Cal.) P.U.R. 10220, 493; 
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competition which follows the attempts of overlapping systems to avoid 
incomplete utilization of facilities. But to explain the need for retaining 
competition on the ground that the public interest cannot be safeguarded 
without that threat, is to admit the failure of a regulatory body to 
achieve the result for which it was created, namely, the substitution of 
regulated monopoly for competition in order to avoid wasteful duplica¬ 
tion within a given area. To the extent that commissions resort to com¬ 
petition it is an indication of their inability to make the present regulatory 
device function. It demonstrates lack of confidence in the possibility of 
controlling monopoly and making it serve the public interest. The Cali¬ 
fornia commission has, tacitly at least, accepted that conclusion. It may 
be that in so doing, the California regulators have been more foresighted, 
also more frank, than have the other state bodies. 

Competition has also been used by some commissions as a club to 
combat attempts by public utilities to evade regulation. In Missouri, a 
distributing natural gas company, buying its supply from an interstate 
wholesale company with which it was affiliated and which the commis¬ 
sion could not control, was denied protection from competition because 
the commission could not effectively regulate it. 33 A similar situation in 
New York, where a motor carrier connived with a New Jersey corpora¬ 
tion to evade regulation under New York state laws, was met by the 
commission of the latter state in granting a certificate to another carrier. 34 
An unregulated monopoly is not tolerable, and unless the scope of regula¬ 
tory authority can be made to cover the extent of a public utility's activity, 
it may not be possible, or at least feasible, to rule out competing services 
entirely. 35 

The preceding pages have undertaken to demonstrate the pre¬ 
dominance of the belief that public utilities should not be operated in 
competition with each other, with particular reference to the attitude of 
the commissions whose task it is to supervise public utility corporations 
as provided by law. It has been seen that for the most part competition 
is not considered a suitable method for regulating this type of business 
enterprise. The question follows as to the methods available to the 
commissions for restraining unlimited competition. 

The Certificate of Convenience and Necessity 

By far the most important of these devices is the power given to 
commissions to require that a certificate of convenience and necessity be 
acquired by a company before it may “transact any business” or “exercise 

u Re Industrial Gas Company (Mo.) P.U.R. 1929A, 516. 

H Re Tappan & Nyack Bus Inc. P.U.R. 1930A, 14. p __ ^ 

w Wichita Gas Company v. Public Service Commission (Kan. Sup. Ct.) P.U.R. 193 *B, 44a. 
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any franchise or right under any provision of the law/’ 94 Such a law 
gives to the commission considerable latitude in determining when more 
than one utility shall be admitted into a given territory. The question of 
what constitutes adequate service, discussed above, bears close relation¬ 
ship to the problem of whether convenience and necessity demand addi¬ 
tional facilities. In other words, the previous pages have been largely 
concerned with commission activity arising out of the fact that regulatory 
commissions have been made responsible for determining when a com¬ 
peting company is necessary and convenient. But it should be noted that 
convenience and necessity may be found to exist even in the face of what 
might ordinarily be termed adequate service on the part of an existing 
facility, if a proposed service is definitely superior. 37 The convenience and 
necessity must be appreciable, however, so as to constitute an addition to 
public welfare sufficient to compensate for the loss involved in the 
duplication or displacement of facilities. The meaning of convenience 
and necessity as used in the statutes has been variously defined, and 
there has been not a little disagreement concerning it. 38 The most intelli¬ 
gent interpretation seems to be that there is no precise meaning to the 
phrase. If the legislatures in passing certificate of convenience and 
necessity laws have adopted unprecise phraseology with the idea of 
giving the commissions room for discretion, they are to be commended, 
for a regulatory policy is needed which is capable of easy adjustment to 
particular circumstances, and to new situations which constantly arise in 
a dynamic field. 39 Once more the discretionary responsibility that is 
placed on the commissions emphasizes that the ability of the body charged 
with administration of the law determines the success of the regulatory 
undertaking. 

The commissions have taken particular care to stress that the require¬ 
ment of obtaining a certificate of convenience and necessity does not bar 
competition where it is desirable and in no way creates an irrevocable 
monopoly. 40 Nor does the granting of a certificate to a person or corpora¬ 
tion give him an exclusive right to operate, 41 except of course against 
those who have not secured a permit. 42 Making this point clear seems 
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advisable, in view of the mistaken notions concerning it. The Indiana 
Supreme Court has even been obliged to deny officially that a law re¬ 
quiring a public utility to procure a certificate of convenience and 
necessity deprives such a utility of any inalienable right, improperly 
confers on public utilities already in possession of a certificate special 
privileges and immunities, and operates in contradiction of the Fourteenth 
Amendment and of Article I, Section 10, of the Federal Constitution. 43 
The basis of the decision upholding the legality of requiring a certificate 
is that contracts and franchises which involve the state's welfare are made 
subject to the police power of the state. 

It was disclosed above that most commissions have elected to try to 
bring about improvement in service which has been unsatisfactory before 
resorting to competition. Some of the commissions have gone still 
further in giving to legislation on the certificate of convenience and 
necessity a strict monopoly interpretation. At least three states have 
required that an invading utility shall buy the useful property of the 
company in the field as a condition precedent to the receiving of a 
certificate, provided, of course, that the occupant is willing to sell. 44 

The commissions have been particularly loath to grant certificates to 
competing telephone companies, because of the special need for a single 
unified system. 46 Special anti-duplication laws have been passed by some 
states to prevent duplication of telephone properties. These laws have 
been prompted not only by the special need for unified telephone service 
but by the ease with which telephone lines can be extended, resulting in 
invasion of occupied territory. 4 ® With regard to the transportation 
utilities, where the certificate has found its most extensive use, there is 
some lack of uniformity in the policies of the several states. Considera¬ 
tion of this phase of the certificate of convenience and necessity legisla¬ 
tion is reserved for Chapter VII, since with respect to transportation 
the principal features of the convenience and necessity doctrine have to 
do with the restriction of substitute services. 

The unavoidable impression gained from studying commission cases 
on the subject is that the commissions do not make any detailed study of 
the facts in trying to ascertain the results to be expected from granting 
a certificate to a proposed competitor. It is a criticism of the commissions 
that while the law is designed to give them discretionary power to decide 
each case on the basis of the determined facts, they have been inclined 
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to depend for the most part on the statements of the contending parties. 47 
This criticism furnishes only one example of the general indictment 
being made against commission procedure. The irresponsible action by 
a commission which, unable to decide between two applicant motor 
carriers, solved the problem to its own satisfaction by granting certificates 
to both and bidding them to fight it out, illustrates the point. 48 

The certificate of convenience and necessity has, nevertheless, been 
a very useful device in withholding undesired competition. Since the 
Massachusetts legislature decreed in substance in 1902 that a gas company 
must procure a certificate of convenience and necessity before entering 
a field already occupied, 49 the principle has spread rapidly. By 1917 at 
least seventeen states required it with respect to one or more of the 
public utility industries. 60 In 1930 there was a certificate of convenience 
and necessity law in twenty-eight states. 51 The law does not apply to the 
same types of utilities in the various states, but in the more populous 
and industrialized states such as Massachusetts, New York, Illinois, 
Pennsylvania, and California, it is made to cover most of the local 
utilities. 52 The extension of the use of the certificate idea is likely to 
continue, since it is consistent with the conviction that duplication of 
public utility facilities is wasteful. The suggestion in the California 
policy, however, to the effect that the elimination of competition can 
proceed only in proportion to the effectiveness of regulation in prevent¬ 
ing extortion is to be kept in view. 

The certificate of convenience and necessity is a means of preventing 
competition. The commissions by their powers concerning consolidation, 
merger, and sale have in many cases effected an end of competitive con¬ 
ditions already existing. In twenty-two states the regulating authorities 
have jurisdiction over matters concerning consolidation of public utility 
properties. 68 The commissions cannot force a consolidation of competing 
utilities, a circumstance which has elicited expressions of regret from 
more than one commission. But it has been possible for them to exert 
considerable influence by indicating the advantages of a single unified 
System. 54 Moreover, pressure has been brought to bear in favor of con- 
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solidation in at least two instances by denying rate increases unless com¬ 
panies agree to consolidate. 65 The commissions have justified their action 
by stating that the unified service would be worth more to the consumers, 
but that the existing competitive service was not of such quality as to 
warrant higher rates. The California commission, along this same theme, 
decided that ‘‘unnecessary expenses due to the methods and practices 
employed by competing companies to secure business should not be 
allowed in an application for an increase in rates.” 56 On the other hand, 
the universal rule laid down by the commissions that a full return on 
investments in unnecessary duplication cannot be expected as a conse¬ 
quence of consolidation, has probably curbed the unification of competing 
public utilities. 57 

Certain commissions have been known to use their power to disap¬ 
prove security issues to prevent competition. 58 The New Jersey commis¬ 
sion has used its power over the issuance of securities more for the pur¬ 
pose of protecting investors than for the purpose of serving the public 
welfare by restricting competition, since in that state duplication can be 
controlled by means of the certificate of convenience and necessity. 59 It is 
doubtful whether any legislature meant the control of security issues to 
be used to prevent competition, and the Indiana commission was checked 
by the supreme court of that state in attempting to do so. 60 In states 
such as Georgia, Maine, Nebraska, Ohio, Vermont, and Virginia, where 
there is no certificate law but is a securities control, 61 it might be possible 
to restrict competition in this way if a commission were so disposed. 
It no doubt would be a usurpation of authority beyond the intent of the 
law, however, and subject to denial by the courts as in the Indiana case 
cited above. None of these states appears to have tested the point; in 
fact, the Ohio commission refused to do so on application of a utility 
threatened with competition. 62 

In taking a stand against competition in the rendering of public 
utility services, the commissions have usually interpreted the monopoly 
privilege as applying only to retail companies. In other words, it has 
been held that it is in distribution that the greatest wastes from duplica- 
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tion occur. 68 A wholesale utility, particular reference being to the pro¬ 
duction of electricity for resale, is expected to find its own market in 
competition with other companies of similar nature, if such exist. The 
reasons for this attitude are that wholesale companies are often beyond 
the jurisdiction of a state commission, duplication is not so wasteful in 
the production end of the business, and states have an eye to encouraging 
development of natural resources. 64 The California commission recently 
rejected the above principle and denied entrance to a second natural gas 
company proposing to engage in wholesaling and selling direct to large 
industrial users. 65 


Regulation of Competitive Practices 

The restriction of competition, and the regulation of monopoly result¬ 
ing therefrom, has not been the only task of the state commissions. Lack¬ 
ing the power to eliminate competition where it lawfully exists, the com¬ 
missions can only bring their influence to bear in discouraging it, 66 and 
failing in the latter, there remains the obligation to see that the opera¬ 
tions of the competitors with respect to each other are “fair.” In fact, 
it has been considered by some that the chief purpose of public utility 
regulation should be to prevent unfair competition rather than to prescribe 
rate and service standards under monopoly. 67 That was the essence of the 
federal policy in the control of railroads before the passage of the 
Transportation Act of 1920. Until very recent years, the elimination 
of the most reprehensible competitive tactics rather than the regulation of 
rates has been the objective of interstate public utility regulation, and it 
would not be correct to say that the competitive ideal has yet been entirely 
discarded in that field. The regulation of local utilities, however, has 
sought to displace competition, not merely to regulate it. But there still 
remains a moderate residuum of competition, necessitating regard for 
the regulation of competitive practices as well as for the control of 
rates under monopoly. In the field of motor transportation, it is still 
true that the main concern of regulatory authority has not been with the 
fixing of rates or the prescribing of service requirements, because the 
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demand for regulation has not come, for the most part, from the users 
of the service. It has come, rather, from the operators themselves, evi¬ 
dence that competition, and not monopoly, can be the basis for govern¬ 
mental supervision in local public utility operation. 68 

The regulation of existing competition in rendering public utility 
services is best discussed in two sections, first, in connection with rates, 
and then in the matter of services. There has been a surprising lack of 
unanimity in the practice of the various commissions in regulating the 
rates of competing public utility companies. A number of the commis¬ 
sions have taken the position that competition, being undesirable and at 
the same time impossible of elimination in many instances, should in effect 
be emasculated by requiring that the same rates be charged by all who 
offer the service. 69 This practice has been followed regardless of the 
fact that it results in *a higher rate of return for the one property than 
for the other. 70 The Montana commission recognized that under com¬ 
petitive conditions the value of the properties could not be the sole basis 
for rates because then the utility serving for less would get all of the 
business. 71 In the Washington street railway cases, the District of 
Columbia commission insisted that the fares be equal to prevent a dis¬ 
ruption of service, and proposed that taxes be lightened on the one 
system and a proportionately heavier burden be placed on the other in an 
endeavor to equalize their respective returns from the same rates. 72 

But while it may be considered bad policy for one utility to charge 
more than a competitor, it is doubtful whether a commission can force 
a public utility to establish a rate lower than would otherwise be a 
reasonable one in order to meet competition. The Massachusetts com¬ 
mission committed itself only to the extent of stating that a public 
utility is under an “implied obligation” not to charge more than the 
others in the field, 73 and the California commission observed that it 
would be “impracticable” to require equal rates. 74 

Some of the other commissions do not seem to feel obliged to main¬ 
tain competition on an equitable basis. Their attitude suggests that 
competition should be full and free, a survival of the fittest, and the 
sooner one is eliminated and the stronger company given the field alone, 
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the better will the public welfare be achieved. 75 Not all of the commis¬ 
sions who do not favor equal rates take so extreme an attitude, limiting 
their expressed opinion to the proposition that competing utilities are not 
limited in soliciting competitor's business, and that commission concern 
with rates does not go beyond the fact that they shall not be more than 
will provide a reasonable return on fair value. 76 

Some of the commissions have been so energetic in their endeavors 
to prevent rate wars that they have been challenged in the courts respect¬ 
ing their power to limit rate-cutting activity. There have been a number 
of court and commission cases involving the principle of whether or not 
a public utility commission has the power to fix rates, or whether its 
power is limited to the prescription of maximum rates. Of course, in the 
event that the law expressly provides that a commission may establish 
minimum rates there is no argument. But most of the state public utility 
laws are not so drafted, and any power in this respect used by the com¬ 
missions must be justified on grounds of legislative intent. In Iowa, 
where cities are supreme in rate regulation, the highest state court 
decided that rate-regulating power is not limited to the imposition of a 
maximum, but includes the power to fix minimum rates as well, on 
the ground that a public utility operating under a franchise has no con¬ 
stitutional right to compete in rates. 77 The Iowa judiciary pressed the 
argument that there is as much justification for the regulation of mini¬ 
mum rates of the local public utilities as there is in the case of the rail¬ 
roads. 78 The Interstate Commerce Commission, after a long battle, was 
granted the power to fix definitely the rates of railroads in 1920. 79 

In a similar case, involving a private utility and a municipal plant, 
the Utah supreme court reversed the state commission decision fixing a 
minimum rate, reproving the commission for being concerned too greatly 
with the relation between the contestants and not enough with the inter¬ 
est of the public in receiving a low rate arising out of a competitive 
situation. It was pointed out also that a municipal utility in Utah is 
privileged to recoup losses by taxation. 80 Other recent cases favor the 
interpretation of the Iowa court. The highest court of New York state 
reversed the commission which had declined jurisdiction to impose mini- 


n Fort Supply T. and T . Company v. Pioneer T. and T. Company (Okla.) P.U.R. 19x7A, 
188, 1917F, 048; Re Wright (Va.) P.U.R. 19*5®, 141; N. /. Gas Company v. Citisens r Gas 
Company of Vtneland (N. JO F.U.R. 1918B, 453. 

H Fairbanks, Morse & Company v. Texas Power & Light Company (U. S. C. C. A,—5th) 
P.U.R. xoapE, 483* 3aF<3d), 693: Re Milwaukee E. R. & L. Company (Wis.) P.U.R. XQa8E t 
1$; Re Raystown water Power Company (Pa.) P.U.R. X915B, 86a. Cf. Public Utilities Fort - 

9 ^Mapleton'r. Sfdwa Public Service Company (Iowa Sup. Ct.) 223 N. W. 476, P.U.R. 
X929B, 359; Pinney & Boyle Company v. Los Angeles Gas and Electric Company (Cal. Sup. 
Ct.) 168 Cal. 1 a, 141 Pac. 620; Economic Gas Company v. Los Angeles (Cal. Sup. Ct.) x68 
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mum rates at the request of a private utility in competition with a munic¬ 
ipal plant. 81 The Montana commission is especially emphatic in its 
defense of minimum rate fixing, and assails the Utah court's action as 
“wholly at odds with the modern trend of thought in public utility regu¬ 
lation." 82 In support of this statement the Montana commission cites the 
decision of the Idaho supreme court, which was opposite to that of the 
Utah court, despite the fact that “Idaho has a Public Utilities Act sub¬ 
stantially similar to Utah." 83 The power to fix minimum rates is of 
special significance in a state such as Montana, where the commission 
has no power to prevent competition through the certificate of con¬ 
venience and necessity. The Montana supreme court in upholding the 
decision of the commission specifically referred to the latter situation, 
venturing the opinion that since the legislature had not enacted a certi¬ 
ficate of convenience and necessity law to control competition, “it was 
the intention (author’s italics) of the legislature to clothe the Commission 
with the power to fix the precise rate to be charged by the utility for its 
commodity." 84 On the other hand, the Colorado commission used its 
certificate authority to prevent competition where there was danger of a 
potential rate war, “in view of its limited jurisdiction to prevent reduc¬ 
tion of rates by such company." 85 

Although the matter is by no means settled, the balance of judgment 
by commissions and courts has been in favor of commission control of 
rate cutting between competitors if such power can be read into the law. 
Not the least significant factor in the recent minimum rate controversies 
is that most of the cases are concerned with a situation where a municipal 
plant and a private utility are in competition. If the competition of munic¬ 
ipalities becomes a more potent factor in the public utility industries, 
and especially in the electric light and power industry where it is parti¬ 
cularly threatening, this minimum rate problem will become increasingly 
prominent. 80 The right of a municipality to sell for less than cost and 
cover losses by taxation is also involved. If the commissions were to 
commit themselves to the rule that a municipal undertaking must main¬ 
tain rates equal to those charged by a private company, however, a city 
could be prevented from using municipal competition as a lever to obtain 
service at reasonable charges. The result then would be to discourage 
municipalities from embarking upon such projects. 

The real issue in the minimum rate question is whether state com- 


_ n Re Niagara, Lockport, and Ontario Power Company (N. Y.) 241 N. Y. Supp. 16a, 
P.U.R. 1930D, 58. 

m P%blic Service Commission v. Great Northern Utilities Company (Mont.) P.U.R. ioaoB, 
176. The defendant and the Citizens' Gas Company were both supplying natural gas in Shelpy, 
and engaging in a competitive rate war. Hie Montana commission took action on its own motion 
to atop the struggle. 

**Great Northern Utilities Company v. Public Service Commission of Montana (Mont. 
Sup. Ct.) P.U.R. 1030E, 134. 

m Re Greeley Trans. Company (Colo.) P.U.R. igagC, 106. 

“Municipal competition is considered in the following chapter. 
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missions are to have the power to soften the competition between utilities 
by denying them the right to compete fully and freely. As the Montana 
commission appropriately observed, “if rates are absolutely fixed by the 
commission, with no permission to the utility corporations to charge more 
or less, the public can receive no advantage from competition.” 87 With 
rates fixed, competition continues only in the rendering service. Expe¬ 
rience has demonstrated that competition, if it exists at all, should in 
most cases be so limited in the public utility industries. It is certain that 
there is need for some restriction to the cutting of rates below cost in an 
untempered effort to annihilate competition. It is not so apparent that 
where two utilities serve the same territory and one can charge a lower 
rate than the other, he should be prevented from so doing, unless it is 
clear that the public interest requires the retention of both services. One 
commission took a compromising position in the matter of rate competi¬ 
tion when it stated that “low rates charged by a competing carrier are not 
of themselves to be condemned unless they tend to impair or destroy the 
service to which the public is entitled .... the public should not be 
deprived of the benefit of lower rates, because the protestants are un¬ 
able to meet them.” 88 In other words, it should be the duty of the com¬ 
mission, before passing judgment on the legitimacy of rate discrepancies 
between competitors, to determine whether the difference is attributable 
to cost and efficiency or whether it is prompted by the desire to compete 
on a cut-throat basis. 

The duty to serve all who want service and can pay for it is a basic 
obligation arising out of the public utility status. But just as the trend in 
commission regulation is to prevent rate wars, so also is there a tendency 
on the part of commissions to eliminate competition altogether by dividing 
up the territory between the competing companies. As early as 1908 a 
Massachusetts court approved a division of territory between two electric 
utilities which had been made by the commission. 89 In 1913, the Wis¬ 
consin supreme court regarded a contract between two telephone com¬ 
panies as “in harmony with the policy of the state.” 90 Again, there is no 
uniformity in commission power and practice, although the majority of 
the commissions favor dividing the territory, where such division is in 
the public interest. Where a division of territory has been allowed, it has 
usually been made plain that contracts to that effect between utilities 
have no force until approved by the commission. 91 But once made, con¬ 
sumers cannot demand service from the utility which has vacated on the 
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plea that they are assigned to a particular system against their will. 92 The 
court in affirming the commission order said: “All the orders are directed 
to or against the utility companies. None of the orders require anyone 
to patronize either company.” 98 

The division of territory has been upheld in a number of cases. 94 But 
proper division of territory with commission approval is a different matter 
than the refusal of a second utility to serve a customer of a competitor, 
for, as the West Virginia commission observed, the granting of franchises 
to two utilities is prima facie evidence that the will of the state is that the 
utilities are not to be protected from each other, but must meet all 
reasonable demands for service. 95 In this case, the supreme court of 
West Virginia had previously reversed the commission on the general 
grounds that the purpose of commission regulation is to prevent un¬ 
necessary duplication, although West Virginia has no legislation disap¬ 
proving duplication. The industrial consumers were not content to rest 
the case, however, especially since the two utilities were owned by the 
same holding company. The court finally remanded the case to the com¬ 
mission, whereupon the latter body restated its former order requiring 
the companies to serve all who might demand service. 96 

It was mentioned previously that in most of the states there has been 
an aversion to competition in the telephone business. The Wisconsin 
anti-duplication law, which applies to extensions and to invasion of terri¬ 
tory by telephone companies, is typical. 97 The encouragement to monop¬ 
oly in this field is due to the need for complete interconnection between 
all telephone users, and the special laws relating to telephone companies 
are considered necessary because of the ease with which a telephone 
company can extend its lines, often into territory occupied by or reserved 
for another. Boundary cases have been very troublesome in the regula¬ 
tion of telephone utilities. Perhaps their chief claim to recognition here 
is that such cases require commission attention which could more profit¬ 
ably be spent on problems of greater importance. 98 

Consolidation of telephone companies has been accomplished whenever 
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fjpssible," but in the event that the competitors cannot agree, the com- 
; fissions have been accustomed to require physical connection between 
tlN5 lines of the competing companies as preferable to unlimited duplica¬ 
tion. 100 The right of a commission to require such physical connection is 
well established in most of the states. 101 The Minnesota commission 
declared that “an enforced physical connection between the lines of com¬ 
peting telephone companies is not such a taking of property as can be 
justified only under the power of eminent domain, but is a mere exercise 
by the state of its right of regulation.” 102 The Michigan commission has 
used competition as a threat in coercing unwilling telephone companies to 
connect their lines with each other. 103 The same preference for physical 
connection rather than complete duplication was shown by the California 
commission in approving a contract whereby one company brought water 
to the city limits of San Diego and a second competing company was 
granted the right to distribute it. 104 


Regulatory Processes Foster Monopoly 

In the preceding chapter the economic factors underlying the mono¬ 
polistic organization of public utility business were discussed. The present 
chapter has indicated that social attitudes and legal policies, in part re¬ 
flecting the underlying economic factors, also have contributed to the 
monopolistic features of this type of enterprise. Because of the admin¬ 
istrative powers conferred on commissions in most of the states, public 
policy as to competition and monopoly has been manifested through their 
procedures and orders. It is plainly apparent that the public utility com¬ 
missions, in the exercise of their discretion under the law, have contrib¬ 
uted in several ways to the existing monopolistic structure of the 
industries. 

The commissions have not been entirely free to do otherwise since 
they have had to function within a framework determined by legislatures 
and court decisions. The necessary compliance of the commissions with 
judicial opinions, especially of the Supreme Court, partly explains their 
contribution to the development of strongly intrenched monopoly in the 
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public service industries. The requirements of the “fair value” concept, 
aimed to protect corporate property from confiscation, have committted 
the regulatory agencies to procedures and to rate policies which have 
supported the “rights” of the controllers of public utility property. Con¬ 
centration of monopoly power has been given momentum also from 
another direction. Incorporation laws of most of the states have been 
notoriously generous and lenient in conferring broad privileges without 
always making adequate provision for their exercise in the public interest. 
These broad grants of power, issued with too little regard for the social 
consequences of their use by private interests, have removed whatever 
limitations there might have been on concentration of properties in large 
systems by financial devices. The abuses which came to be so common 
a feature of public utility operation and control, the commissions have 
often been without adequate power to check. Thus society committed 
itself almost unconditionally to monopoly in the conduct of public utility 
enterprise, because of weakness in the law regarding the scope of corpor¬ 
ate activity and deficiencies in controlling institutions, without assuring 
itself that the benefits of monopoly would accrue to the public. 

If one thought deserves summary emphasis at this point, it is that 
the system of private monopoly which has developed requires that fully 
adequate discretionary power to control be given to strong and vigorous 
mandatory commissions. The program depends for success on effective 
action by administrators of the law unhampered by narrow and restrictive 
judicial constructions. The experience with commission regulation has 
been far from reassuring. It is not at all surprising, therefore, that recent 
trends in regulatory law and governmental action have been in the direc¬ 
tion of loosening the reins on competition in an attempt to corral the 
monopolistic interests which institutional and legal processes as well as 
economic forces helped to create. 
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Municipal Competition 

Reference already has been made to municipal competition in con¬ 
nection with commission action to prevent rate cutting between two 
plants serving the same area. 1 While cities in which private utilities 
actually compete with municipal enterprises are the exception and not 
the rule, municipal operation of public utility plants is present in a suffi¬ 
cient number of places to warrant further attention. Moreover, the in¬ 
creasing agitation for the extension of municipal operation as dissatis¬ 
faction with private control grows suggests that competition from this 
source may become increasingly important. It is necessary at this point 
to distinguish between competition and displacement. Municipal compe¬ 
tition is not synonymous with municipal operation or public ownership, 
although much writing on the subject makes no distinction between the 
two. There are comparatively few cases where two plants, one public and 
the other private, operate in the same locality. It is true, of course, that 
there is no reason to believe that duplication of public utility facilities 
is any more desirable now, from the standpoint of efficiency and economy, 
than it proved to be in the early period of public utility development. 
This means that when a municipality decides to perform its own public 
utility services an effort should be made, in order to avoid waste and 
possible destructive rivalry, to take over the existing private plant. Cir¬ 
cumstances may require competitive duplication as a last resort in some 
cases, as when a private company refuses to sell or demands an exorbitant 
price for obsolete facilities. The fact remains, as a recent case well 
demonstrates, 2 that duplication is likely to lead to undesirable discrimi¬ 
natory practices, because each plant is impelled to attract business for 
itself. 

The movement for more municipal operation has been especially 
directed to the electric light and power industry. Besides a large number 
of municipal plants in small cities and villages, Los Angeles, Seattle, 
Jamestown, N. Y., Tacoma, Washington, Cleveland, Springfield, Ill., and 
Lincoln, Neb. have had city plants for some time. But census figures 
show clearly the limited significance of municipal electric service in the 
past for the country as a whole. Private establishments in 1932 gener¬ 
ic Chap. IV. 

*It is reported that the Puget Sound Power and Light Company and the municipal electric 
plant competing with it have resorted to combined billing, have ignored actual demands in 
establishing rates for commercial customers, and have yielded to the old practice of submetering 
in an endeavor to get and hold business. Public Utilities Fortnightly, Vol. ao (1937), p. 738. 
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ated 95 P er cent of all the energy, had 90.8 per cent of all customers, 
operated 94 per cent of total prime mover horsepower, and received 93.9 
per cent of total revenues from electric service. But along with these 
figures which show private operation to be greatly predominant is in¬ 
cluded information that over half of the total number of electric plants 
in 1932 were municipally owned and operated. 3 The same predominance 
of private control is found in the gas industry. In 1929, municipal gas 
establishments received only eight per cent of the total revenue from the 
sale of gas to consumers. 4 In the supply of water service, however, cities 
have long held the leading position. 

The path to municipal operation, and especially to municipal compe¬ 
tition, has been beset with a number of barriers. In states having a certi¬ 
ficate of convenience and necessity law, municipalities commonly are 
required to secure permission to operate in the same way as are private 
companies. 5 In some states the commission has no jurisdiction over 
municipally-operated companies. 6 But in most cases a commission dis¬ 
posed to favor monopoly is in a position to deny the petition of a munici¬ 
pality seeking to furnish its own public utility service when the com¬ 
munity already is being served by a private company. The position of 
the California commission, which is on record as unwilling to block “a 
municipality in its efforts to acquire and operate its own utilities,” 7 ap¬ 
pears to be an exception to the usual attitude. 

In Michigan, Missouri, Illinois, North Dakota, and Wisconsin cities 
may establish a plant without obtaining a certificate, and the extension 
of this privilege to other states is being advocated. 8 The proponents of 
this exemption recognize that competition is economically unsound but 
contend that the right to compete is the only effective safeguard against 
exploitation by private companies. Their position is that freedom to 
compete would be used primarily as a threat, but actually exercised only 
as a last resort. The minority report of the New York Commission on 
the Revision of the Public Service Commission Law took this stand in 
recommending that municipalities be relieved from the certificate of 
convenience and necessity requirement. 9 The recent special investigation 


•Bureau of the Census. U. S. Dept, of Commerce, Census of Electrical Industries: Central 
Electric Light and Power Stations, 193s. The proportion between private and municipal plants 
has not changed greatly in the present century. Federal projects are not included in these 
figures. „ 
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Association. 
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of public utility conduct by a Massachusetts Commission likewise advised 
that laws be changed to make it easier for municipalities to establish pub¬ 
lic plants, but suggested that negotiation for the purchase of the existing 
plant be required first, 10 In Massachusetts, a municipality cannot pur¬ 
chase an electric plant operated jointly with a gas plant without taking 
over both. Also, the law is not clear as to whether a city may buy only 
that portion of a utility property which is used within the municipal 
boundaries. Another obstacle, which is illustrative of the barriers to 
municipal operation, is the Massachusetts law requiring a two-thirds 
vote for two consecutive years by the city council before acquisition of an 
electric plant. 11 Despite difficulties of this sort, cases on record show 
that contests for rate reductions which might otherwise have dragged on 
for years have been brought to a successful conclusion by the threat of 
municipal competition. 12 The negotiations in New York City in 1936 
furnish an outstanding example. 

Where there is an indeterminate permit law, the procedure presum¬ 
ably is definite whereby a municipality can get control. The essence of the 
indeterminate permit is that the monopoly of public utility operation is 
recognized, but the franchise is subject to the right of a municipality to 
purchase the property at a fair price. The terminable permit has not been 
made a feature of public utility law in most of the states, however, 
despite its theoretical qualifications. 13 The common criticism of the in¬ 
determinate permit is that its use depends upon the financial ability of a 
municipality to achieve public ownership under the law. In most states 
the borrowing power of cities is restricted by law, and it has been impos¬ 
sible for many of them to carry out the intent of the indeterminate 
permit legislation. One of the leading students of the subject has ob¬ 
served that “the indeterminate permit is a good type of franchise, if it is 
easily terminable—not in legal theory only, but in practical financial 
fact.” 14 If municipalities are unable to take effective action, the indeter¬ 
minate permit law contributes to the intrenchment of private monopoly. 

In order to make it possible financially for municipalities to construct 
a plant or to exercise the option to buy a private system under the in¬ 
determinate permit law, a number of states have passed legislation which 
provides that any municipal indebtedness incurred in financing public 

“Commonwealth of Massachusetts, Report of the Special Commission on Control and 
Conduct of Public Utilities, March, 1030, p. 73. 

u Ibid. Cf. Raushenbush and Latdler, op. cit., p. 178. 

“State of New York, Legislative Document (1936) No. 78, op. cit., pp. 83ff. 

“Glaeser gives the following states: Arkansas, Colorado, Indiana, Minnesota, Ohio, Okla¬ 
homa, Wisconsin, and Illinois. The Bonbright Survey, Op. cit., t>. 17, credits its specific em¬ 
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differ as to whether or not a real indeterminate permit law is in force. Massachusetts has a 
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also has Pennsylvania. (White Oak Light, Heat, and Power Company v. Benson <Pa.) P.U.R. 
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“Wilcox, D. F., “The Indeterminate Permit as a Type of Public Utility Franchise,” 
Journal of Land and Public Ut%l%ty Economics , Vol, 2 (1926), p. 327. 
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utility operations may be secured solely by the property or income of such 
enterprise. 15 Such revenue bonds are exempt from the limitation that 
municipal debt shall not exceed a certain percentage of the value of the 
taxable property in the community. Many of these laws were passed in 
order that cities might take advantage of federal assistance in financing 
the acquisition of local utilities. It is important to note that revenue 
bonds for this purpose must be approved by a referendum vote of the 
people as well as by city officials. This reasonable and democratic stip¬ 
ulation has had the unfortunate result of encouraging propagandistic and 
political activities by vested interests to influence voters. 

It needs to be emphasized that an indeterminate permit law really op¬ 
erates to remove the threat of municipal competition. In the absence of 
such a law, a city can begin competitive operation on commission approval 
as to its convenience and necessity, and not even that requirement need 
be met in all states. But with an indeterminate permit rule in effect, a 
municipality cannot legally begin operation without reimbursing the 
private company for its property. Therefore, strictly speaking, in those 
states where terminable permit legislation is in force, a municipal plant 
cannot possibly compete with a private plant, and the private utilities are 
protected in their monopoly position. Dissatisfaction with this situation is 
one of the circumstances which has given rise to the demand for laws to 
exempt cities from the convenience and necessity requirement. The 
public utilities, so it is said, 16 have made the most of this monopoly 
feature embodied in the terminable permit procedure and have suc¬ 
ceeded in dragging through the courts for years cases in which a 
municipality is trying to purchase the property of a private enterprise. It 
is claimed that exorbitant prices have been asked for deteriorated property, 
full advantage of the attitude of the courts in valuation matters 
being taken. Severance damages have been a further cause of litigation 
and delay, which may be expected to discourage cities from making the 
attempt. Easy legal access to competitive operation is necessary, accord¬ 
ing to the realists, if these strategic maneuvers are to be defeated. Paren¬ 
thetically, it might be mentioned here also that the progress of municipal 
operation probably has been arrested by the policy of using them as 
sources of profit in lieu of taxes. This practice denies the benefits of the 
cheapest possible service and allocates burdens where they are not easily 
borne or justified. Moreover, when rates are higher than necessary for 
this reason, rate comparisons unfavorable to municipal utilities are likely 
to be made by those interested in preventing its spread and a useful 
weapon for propaganda favorable to private enterprise is afforded. 


** About twenty states now have laws of this character, most of them having been passed 
m the last five years. Doying, G. E., “The 1935 Utility Legislation Throughout the States.” 
Public Utilities Fortnightly, vol. 14 (1935), P* 531* See also Public Utilities Fortnightly, Feb. 
* 4 » * 935 » p. 213; April si, 1935, p. 431; June 20, 1935, pp. 788789. ^ , 

‘•MacMillin, F. N., Secretary, League of Wisconsin Municipalities. Correspondence dated 
February 23, 1931. 
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It is evident that the development of municipal companies has been 
retarded, in part, by limitations of a legal and financial character. Still 
another legal device has played an important part in fostering public 
utility monopoly in private hands and in deterring the development of 
public projects which might have challenged the dominant power of the 
private interests. A recent investigation by the Federal Power Commis¬ 
sion assembled for the first time data concerning the use of restraining 
orders and injunctions to prevent municipal action in the electric service 
field. 17 One hundred ninety-five public authorities reported that they 
have been or are being interfered with in the construction, extension or 
operation of electric plants. It is noted that the greater proportion of 
these restraints have occurred since 1930, concurrent with the efforts of 
the federal government to promote such projects. A total of two hundred 
seventy-eight petitions have been filed against municipal authorities in the 
period from 1888 to 1935, and these cases do not include those brought 
against the federal government itself involving the legality of grants from 
the P. W. A. It is further reported that more than thirty suits against 
the P. W. A. have been instituted to block loan-grants to municipalities, 
designed particularly to prevent the T. V. A. from obtaining a market for 
power. 18 The precise actions sought to be enjoined have included building 
of a plant, issuing bonds, selling electricity, carrying out construction 
contracts, holding of elections, and, more recently, acceptance of loans 
from the federal government. Ninety-one proposed projects have not yet 
been carried out because of such restraints. In more than ten per cent of 
all cases involving public electric undertakings, the sponsors have met 
with delay or defeat and considerable expense because the private inter¬ 
ests involved have gained protection from state and federal courts. In 
addition, there are probably many other cases in which municipalities 
have refrained even from attempting municipal service because of the 
legal complications likely to be encountered. After extended litigation, 
the Supreme Court on January 3, 1938, decided in favor of the govern¬ 
ment in the Alabama Power Company and Duke Power Company cases 
involving the constitutionality of P. W. A. grants to municipalities for 
the construction of public power facilities. 1 ® 

In view of the legal, financial, and vested interest handicaps which 
have been imposed, municipal operation of public utilities should not be 
branded a failure or considered to have had a fair trial and been found 
wanting. There is no doubt that the advantage has been with the private 


"Federal Power Commission, Restraining Orders and Injunctions Instituted Against Public 
Electnc Projects (In response to Senate Resolution No. 12$, 74th Congress, ad Session, sub¬ 
mitted February 09, 1036). 

**Public Utilities Portnightly, Aug. 13, 1933, p. 225. 

»Alabama Power Company ▼. Ickes, 30a TJ. S. 464, 58 Sup. Ct 300, ai P.U.R. (N.S.) 
SB#*/* 1 *** Power Company et at. r. Greenwood County, 30a U. S. 485, 58 Sup. Ct. 306, ai 
P.U.R. (N.S.) ap8. 
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companies which have made full use of legal and propagandist^ devices 
to protect their monopolistic control of superior and improving techniques 
in industries favoring relatively large-scale operations and requiring a 
steady flow of capital with which to finance new developments and ex¬ 
pansion. Several circumstances have combined in recent years to give an 
impetus to municipal projects for public utility, particularly electric, ser¬ 
vice. Not the least of these has been accumulating indignation in regard 
to the financial exploits of huge private systems controlled by absentee 
holding corporations. At the same time, lower costs of capital equipment, 
improvement in the efficiency of small installations, and financial assistance 
by the federal government have put municipalities in a better position to 
take direct action by providing their own service. It is not implied, how¬ 
ever, that all the obstacles mentioned above have been removed. 

Most municipalities either have not elected to serve outside their city 
boundaries or have been legally barred from so doing. 20 In many other 
cases it has been customary to charge higher rates beyond city limits. 21 
It has been noted previously that municipal operation of electric plants 
has been limited for the most part to smaller cities and villages. Real¬ 
izing that small and local municipal plants are at some disadvantage com¬ 
pared with large integrated private systems, it has been suggested that 
municipalities be permitted and encouraged to associate to form “power 
districts” in order to seek the economies of production and management 
of a large system, with further provision for interconnection with similar 
systems. By this means, it is intended that municipalities thus joined 
together should have access to whatever advantages of large size now 
are available to private systems. Dissatisfaction with and the desire to 
combat the “power trust” and other private utility monopolies where 
regulation has failed to do so is the central feature of the proposal. Be¬ 
lieving that “the most potent force tending toward effective public utility 
regulation is to be found in either potential or actual public competition,” 
the minority report of the New York Commission on the Revision of the 
Public Service Commission Law recommended the legalization and for¬ 
mation of municipal power districts. 22 The same idea might be applied, 
as it has been in a few cases, to the problem of water supply. 

Led by Wisconsin in 1931, at least eleven states (Oregon, Washington, 
Nebraska, Alabama, California, Nevada, New Mexico, South Dakota, 
Texas, and Tennessee) have enacted legislation to permit the formation 
of power districts. 28 Other states, with the same purposes in mind, have 


„_conditioned in 

Rate Series No. 6, 

___ . PP- 7 - 8 . 

“New York Report, 1936, p. 37. 

“New York Report, 1930, p. 333. _ . . „ .. 

„ “Doying, G. e !7 "foe 193s Utility Legislation Throughout the States,” Public Utilities 
Fortnightly, Vol. 16 (1935), p. jjt. See alio Public Utilities Fortnightly, Aug. ap, 193$, p. 394. 
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provided for statewide electrification authorities. Membership corpo¬ 
rations have been the particular subject of legislation also, the aim being 
to cooperate in the attainment of the objectives of the federal Rural 
Electrification Authority. 24 While it is undoubtedly too early for a final 
pronouncement, the power district movement has not as yet assumed ma¬ 
jor importance, even in the few states where the device has been legal¬ 
ized. For this, the long tradition of municipal isolation in governmental 
activity probably accounts. Administrative difficulties and jurisdictional 
controversies have already been encountered. 25 

From many directions, agitation for public competition is gaining 
momentum, and it is a factor to be reckoned with. A committee composed 
of prominent students of public utility affairs are on record as despairing 
of the revivification of regulation by governmental authority. From their 
point of view, it is “not intelligent statecraft to continue to support a sub¬ 
versive private control and to seek to cripple its evil influence through in¬ 
creased severity of public regulation.” The resurrection of competition is 
held to be necessary in the public interest. The very fear which private 
interests have of public competition, as demonstrated by their unceasing 
propaganda against it, is cited as an indication of the probable effective¬ 
ness of such a program. The plea is to conduct a fair contest, for then 
“the eventual survival of either or both of these means of serving the pub 
lie needs will depend upon their comparative capacity for public service.” 26 

Here are interesting data for the student of the evolutionary nature 
of social attitudes and institutions. Competition, once renounced as 
wasteful, is to be redrafted as an ally of legal control, its inefficacious 
successor. Here is a proposal to combine unecomomic competition with 
phlegmatic regulation, on the hypothesis that two failures fused spell 
success. Regardless of whether or not one agrees that along this road lies 
the way out, he is bound to admit that some further experimental effort is 
warranted by the existing unsatisfactory state of affairs. Nor can one be 
unimpressed by this trend in public opinion or blind to what it may por¬ 
tend for the future. Not the least significant question which this proposal 
brings to the fore is whether or not public competition is to be an open¬ 
ing wedge on the way toward complete public ownership and operation 
of those enterprises which are included in the public utility category. 


u Rural Electrification News. Issued monthly by the R. E. A., Washington. 

**Public Utilities Fortnightly , Jan. 16. 1936, p. 149. 

^•Report of the Committee on Public Utilities of the Progressive Conference, held at 
Washington, March 11 and 12, 1931. Transmitted on October 8, 1931, to Senator Norris, 
Chairman of the Committee. The Committee included the following: D. R. Richberg, Chair* 
man, P. U. Kellogg, J. D. Ross. M. L. Cooke, Amos Pinchot, W. E. Mosher, Tudaon King, 
J. C. Bonbright, w. S. Bemis, T. Kronshage, Jr., C. D. Thompson, Mrs. Ann Bursch, W. J. 
Spaulding. Kenneth Harlan, E. W. Morehouse, E. N. Nockela, John M. Baer, D. E. Liiienthal, 
L. E. Bemis, H. T. Hunt, C. E. Merriam, Newton Jenkins, M. G. Glaeser, and Stephen 
Raushenbush. 
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Rate Comparison as a Means of Control 

From several directions has come the suggestion that it will not be 
necessary to go the entire distance from virtually complete private dom¬ 
ination to a system where operation and control by some governmental 
unit or units is equally general. It is advised that state laws be modi¬ 
fied to make it easy for municipalities to compete when they cannot 
get good service at reasonable rates from private companies. The em¬ 
phasis is on potential competition and “competition by comparison'' 
rather than on widespread actual public competition. That most cities 
have not been able, because of legal and financial barriers, to offer an 
effective threat of this sort was shown in the preceding section. In view 
of these limitations upon the action of the local governments, it has 
been suggested that the development of a few large-scale, efficiently op¬ 
erated, interconnected public enterprises under the direction of the fed¬ 
eral government to serve as standards for rate comparison would exert 
the force necessary to keep private utility rates within reasonable bounds. 

Rate comparisons between localities have been discussed and applied 
many times. The favorite device of the protagonist, whether private or 
public ownership advocate, is to compare either American private rates 
with Canadian (Ontario) public rates, or private rates with municipal 
rates in the United States. On this point, it is significant that two recent 
public reports, based on assembled data, disclose that municipal rates on 
the average are lower than private rates in this country—after allowance 
for taxes, depreciation, and reasonable return on capital—except, in some 
cases, for industrial power and in some small towns with isolated 
municipal plants. 27 The private companies also have often cited rate com¬ 
parisons which put them in a favorable light. Thus it may be shown that 
the average rate for service by a large public utility company is about 
three cents. But the real situation as to the majority of residential 
customers may be concealed if it is not disclosed that the average is 
weighted down because most of the current is sold to large industrial 
power customers at very low rates based on increment cost and required 
by the alternative of industrial plants to generate their own power. Muni¬ 
cipal plants in this country, on the other hand, usually deliver more of 
their output to domestic customers. To have any probative value, rate 
comparisons must be for specified quantities of service rendered under 
like conditions. 

That both sides are able to prove their cases, to their own satisfaction 
at least, suggests that such a method of determining the propriety of 
charges in any particular circumstance must be used cautiously. Only 

^Federal Power Commission, Electric Rate Survey, Rate Series No. 5, Comparative Rates 
of Public and Privately-Owned Electric Utilities ; 1936. Power Authority of the State of New 
York, Report on Cost of Distribution of Electricity, 1934. 
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where it is possible to account for differences in costs of production and 
market conditions between the “measuring rod” and the enterprise or 
system to be measured can such a procedure be relied on. But where it 
is possible to determine, with accuracy, all reasonable elements of cost for 
a specific system, the purpose of regulation has been achieved, and cost 
rates can be imposed by regulatory authorities without resort to com¬ 
parison with other plants where conditions may not be the same. How¬ 
ever, evidence concerning differences in productive and financial efficiency 
and rate policy between public and private systems should not be ignored. 

Regulatory commissions have taken rates in other communities into 
account many times in their deliberations, but they have been careful to 
specify that while such comparisons may be considered where they are 
helpful, they are not controlling unless all the circumstances in the com¬ 
munities and plants are equal or differences can be isolated and meas¬ 
ured. 28 Even then, there would be no assurance merely from the com¬ 
parison that the rates are not higher than they should be in both places. 
The courts have not permitted the commissions to give controlling con¬ 
sideration to rate comparisons. 20 

The comparison of rates between localities has produced a demand 
for uniformity of rates within one state or one ownership group. The 
main issue involved is whether, other things being equal, a public utility 
may charge a lower rate in one locality where it must meet competition 
than in surrounding territory where competition does not exist. Com¬ 
petition as justification for inequality in rates between localities has long 
been upheld by federal courts in railroad cases, 30 but state courts have 
not been so favorable to discrimination between regions. 81 With refer¬ 
ence to the local public service corporations, the principle does not seem to 
be settled. The general rule is that a public utility company is not warrant¬ 
ed in charging more or less in one part of the territory than in other 
parts for the same service, under similar circumstances, 82 The issue, then, 
is whether or not competitive conditions in one section render the cir¬ 
cumstances dissimilar. 


384; Re Kansas City Electric Light Company (Mo.) P.U.R. 1917C, 738; Greensburg v. West¬ 
moreland Water Company (Pa.) P.U.R. 1917D. 478: Re Bronx Gas & Electric Company 
(N. Y.) P.U.R. 1917D, 777; Morrill v. Wisconsin Telephone Company (Wis.) P.U.R. 19x7c, 
339; Stoll v. Brooklyn & C. Bay Light & Water Company (Md.) P.U.R. 19X8A, 634; Seattle ▼. 
Seattle Lighting Company (Wash.) P.U.R; 864 ; Re^PaulsboroWater^ Company (N. J.) 

9C, 


192. 

"Wyman, Bruce. Public Service Corporations, Vol. II, Sec. 1377. The following cases are 
among those cited: Cincinnati, N. O. & T. P. Railway Company v. Interstate Commerce Com¬ 
mission, x6s U. S. 184; Interstate Commerce Commission v. Alabama Midland Ry . Company, 
x68 U. S. 144; Interstate Commerce Commission v. Louisville & N. R. R. Company, 190 u. S. 
373. 

"Ibid. 

"Re Southern California Edison Company (Cal.) P.U.R. sgsxD, 65; LaClede v. LaClede 
Electric Light Company (Mo.) P.U.R. 1935E, 373# Re Rockland Electric Company (N. J.) 
P.U.R. 1915D, 683. 
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A case often cited as opposed to interregional discrimination is the 
opinion of the Oregon commission that a rate for electricity lower in one 
city to forestall threatened municipal competition than in a neighboring 
town is unjustly discriminatory where the lower rates are sufficiently re¬ 
munerative to be applied fairly to all the towns. 33 The case in question 
did not deny the principle of lower rates to meet competition where the 
higher rates in other sections were not unreasonably high considered by 
themselves. The West Virginia, Ohio, and Massachusetts commissions 
have specifically sanctioned the practice of lowering rates at competitive 
points in order to protect investment. 34 The Massachusetts commission 
ventured the opinion that it is “well established that a company may, to 
meet competition, charge relatively lower rates upon certain lines, pro¬ 
vided no higher rates are charged upon other parts of its system than 
would otherwise be permissible.” 35 

On the other hand, Nebraska law makes it difficult, if not impossible, 
to justify discrimination between communities in order to meet competi¬ 
tion in one of them. 80 

The charging of lower rates in competitive localities appears no dif¬ 
ferent in principle than the charging of differential rates within a single 
locality. If the competitive class of business must be offered an induce¬ 
ment rate or be lost, and if the lower rate does not place an additional 
burden on the rion-competitive business, the difference in rates has not 
been considered to be unjust discrimination. 37 The danger is that the 
principle is so easily abused. The admission of the competitive principle 
into rate making always presents a difficult problem. The Pennsylvania 
commission decided in an early case that where competition is such that 
failure to meet it would cause a loss of business and destroy the invest¬ 
ment in that part of the property, consideration must be given to com¬ 
petition in the formation of rates. The same case continues with the ob¬ 
servation that “what constitutes such competition as will create a dis¬ 
similarity of circumstances and conditions must be determined from the 
facts of each case as it arises.” 38 

Municipal competition has an important bearing on this problem, be¬ 
cause a private utility will want to lower its rates in a municipality 
wherein the city is competing, while maintaining a higher scale in non¬ 
competitive districts. In such cases it is necessary to balance carefully a 
company’s interest in protecting its investment from competition with 


*LaGrande Commercial Club v. Eastern Oregon L. & P. Company (Ore.) P.U.R. 1915®, 

®° 9, 9 < 2 £, United Fuel Gas Company (W. Va.) P.U.R. 

P. &L. Company (Ohio) P.U.R. 1927C, 73. 


1917A, 923; Cole v. Adams County 
11 !. 
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*Re Massachusetts Northeastern Street Railway (Mass.) P.U.R. 1917A, 331. 

*Compiled Statutes 19s2, paragraph 343a. Cf. State ex rel Spillman v. Interstate 
Company (Neb. Sup. Ct.) P.U.R. xoapE, p. 358. 

"For further discussion on this pomt see Chap. VIII. 

u Re Bethlehem City Water Company (Pa.) 3 P» S. Reg., 413. 
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the interest of the surrounding territory in not bearing the burden of 
that competition. The growing agitation for state-wide public utility 
rates and the movement to eliminate the disparity in rates of a company 
operating in several localities, where the spread cannot be traced to dif¬ 
ferential costs, will operate against the practice of meeting municipal 
competition in this way. 89 

There already is evidence to support the conclusion that attempts by 
private companies to eliminate municipal competition by pushing it to 
the wall will be halted quickly by the courts, if not by the commissions. 
The Georgia Power Company was challenged by the commission for 
lowering its rates fifty per cent in Cordele, where a public water power 
project had been put into operation. 40 The power company was asked to 
show cause why its rates should not be reduced to the same extent over 
the entire state. The company defended its action on the ground that 
it had no choice but to protect its investment, and that the right to meet 
competition cannot be denied a public utility. To that the commission 
acquiesced; but what the company did not explain satisfactorily was the 
reduction of fifty per cent, when the public project adopted a schedule 
of rates only ten per cent below the original rates of the private utility. 
The commission had pointed out, and so also had the Georgia Supreme 
Court 41 in the preliminary battle over the right of the commission to 
interfere, that the latter had no power to fix minimum rates; hence that 
point was not at issue. The commission was concerned, however, with 
preventing any unjust discrimination against other communities served 
by the Georgia Power Company. Agreement finally was accomplished 
when the private company raised its rates to conform with those levied 
by the municipality. There was drawn in this case a clear distinction 
between meeting competition in rates and trying to eliminate a competitor 
by drastic rate slashes. In a similar, and still more recent decision, the 
California commission ruled that the Pacific Gas and Electric Company 
was entitled, in its efforts to protect an investment previously made, to 
lower rates to meet local municipal competition without reducing rates 
throughout the entire area served. 42 The Texas legislature enacted a law 
in 1935, based on the allegation that municipal plants had been put out 
of business by discriminatory rates and unfair competition from private 
companies, which provides that private utilities may reduce rates to the 
level of those established by a municipality but not lower. 48 

m Re Southern Belt T. & T. Company (Ga.) P.U.R. 1921c. 833; Public Utilities Fort • 
mghtly, Vol. 3 <1929), p. 228; Maltbie, M. R., Rate Making, 1930; New York Report, 1930, 
p. 247. 

*Re Georgia Power Company (Ga.} P.U.R. 193 iE, 449. 

41 Georgia Public Service Commission v. Georgia Power Company (Ga. Sup. Ct.) P.U.R. 
193 iB. **$• 

7 Modesto Irrigation District ▼. Pacific Gas & Electric Company (Cal.), Public Utilities 
Fortnightly. Vol. 8.(1931), p. 764. 

a Public Utilities Fortnightly, Feb. 14. i935» P* 214; and April 25, 1935, p. 50s. 
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The comparison of rates between localities has been emphasized from 
another standpoint. It has been claimed that the desire of a public utility 
company to attract industries using utility service for power or for heat 
will act as a rate-restraining force. There are cases on record in which 
the commission has, on application of a utility, considered the possibility 
of inducing industries to locate in the state by offers of favorable rates. 
In some cases such rates have been sanctioned, 44 and the Louisiana com¬ 
mission recommended that utility companies adopt rates which would 
entice industries into the state. 45 Other commissions either have vetoed 
special rates for this purpose, 46 or have scrutinized them very carefully 
to make sure that they were not at the expense of the domestic 
consumers. 47 

The argument that utilities compete with each other for the location 
of industry and that this constitutes a rate regulating force is uncon¬ 
vincing for several reasons. Even though it could be granted that com¬ 
panies do consider the effect of rates on the location of industry and en¬ 
deavor to make their industrial rates low in accordance with that belief, 48 
the domestic consumer does not receive any protection from such com¬ 
petition. In fact, it is conceivable that the small consumer might be 
charged more, to offset unduly low rates granted to industries, aggravat¬ 
ing the unjustifiable spread, so it is said, that now exists between the 
charges made to large and small users of utility service. A second con¬ 
sideration which minimizes the argument for inter-utility competition is 
that with the present high degree of concentration of control of public 
utility enterprise, it is not reasonable to suppose that operating units in 
various cities are eagerly underbidding one another to entice industrial 
concerns into their respective territories. 

Location-of-industry competition is further invalidated when it is 
considered that in most industrial processes the cost of power and fuel 
is not a very significant item in the total cost of production. The Census 
of Manufacturers for 1927 shows that in most industries power and fuel 
costs are less than two per cent of the total value of the manufactured 
product 49 The cement, ice manufacturing, glass, automotive, and paper 
industries are exceptions to the general rule. 50 A survey by the Metro¬ 
politan Life Insurance Company, in collaboration with the National 
Electric Light Association, 51 found that there are many factors which 


44 Maplewood Laundry v. St. Louis County Water Company (Mo.) P.U.R. 1929E, 120. 

**City of Shreveport v. Southwestern Gas and Electric Company (La.) P.U.R. 1939E, 15- 

**Re Water Commission of Wausau (Wis.) P.U.R. ioa8D, 8ao. 

4t Crystal Ice and Ice Cream Company v. Oklahoma Natural Gas Company (Okla.) P.U.R. 

* ^^Secf camcron, M. K. f “Rate Reduction as a Measure of Commission Efficiency/' Public 
utilities Fortnightly, Vol. 6 (1930), p. 259. 

•Morrow, L. W, W., "One Price for Power," Electrical World, Vol. 95 (1930), p. 133a- 
This article is based on a paper presented at the World Power Conference, Berlin, 1930. 

m Ibid. The percentages for the fire industries mentioned are respectively: 20.5%, 15.8%, 
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^Metropolitan Life Insurance Company and N. E. L. A., Industrial Development in the 
Untted States and Canada, 19*6-19*7. 
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contribute to the decision as to where a specific industry shall be located. 
Markets, labor, transportation, raw materials, available and cheap factory 
sites, taxes, living conditions, and the presence of related industries weigh 
more heavily than fuel and power costs as determinants of where a new 
industry will locate. Data presented at the World Power Conference in 
Berlin (1930) show that as a result of economies of production and in¬ 
terconnection, differences in the cost of power for any given industry in 
the various market areas of the United States have practically been elim¬ 
inated. 52 These investigations all contribute to the conclusion that 
the location of particular industries in a region, with notable exceptions 
such as the concentration of the electro-chemical industries in the vicinity 
of Niagara, 58 is to be explained on other grounds than the comparative 
cost of power and fuel. 

Federal Power Projects 

Recent activity by the federal government in the projection and de¬ 
velopment of a planned use on a large scale of the nation's water re¬ 
sources, of which the T. V. A. is to date the outstanding example, has 
attracted much interest and aroused heated controversy. While various 
proposals have been made from time to time extending over many years 
for the control and utilization of our major water resources, 54 it is only 
in recent years that the power aspects of the matter have come to the 
fore. Disappointment over the results of regulation by state commissions 
and efforts to provide a more effective means to control the highly con¬ 
centrated private power industry prompted the suggestion that a number 
of federal water power systems be developed to serve as “yardsticks" to 
gauge the reasonableness of rates for electric service. The proposal calls 
for a few large-scale projects strategically located for comparative pur¬ 
poses and designed to take advantage of the potentialities of such river 
systems as the Tennessee, Columbia, Colorado, Mississippi, and St. Law¬ 
rence for power production, flood control, navigation and other purposes. 
As to electric power, it is submitted that a “measuring rod" would be 
afforded to guide regulatory authorities and public opinion in the deter¬ 
mination of fair charges for electrical energy. It is intended that a stand¬ 
ard of cost for electricity produced with economical use of the most ad¬ 
vanced technology and with artificial and unnecessary costs associated 


“Morrow, loc . ctf. 
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with private financial practices eliminated would be obtained. Thus a 
“yardstick” would be afforded which the private interests would feel 
impelled or would be forced to meet. The social purpose of this device is 
“to show the private utilities that it is unwise to claim all that they can 
now obtain through the present weakness of the public service commis¬ 
sions, and to give the consuming public a thorough understanding of the 
extent to which the present system of regulation falls short of meeting the 
changed conditions in the power industry.” 55 

That participation by the federal government in the power business 
can be expected to restrain the exploitative tactics of a strongly intrenched 
private monopoly is a reasonable assumption. On strictly theoretical 
grounds, however, the “yardstick” concept is somewhat vulnerable. The 
allegation that results derived from a few federal projects can be accept¬ 
ed as a fair standard of reasonableness per se is questionable. Only when 
conditions are similar or differences can be measured is this method of 
rate comparison logically valid. Those who have opposed governmental 
action in this field have, with some justification, objected to rate com¬ 
parisons between enterprises conducted under dissimilar conditions with 
respect to time of construction, kind and accessibility of energy sources, 
scope of operations, and the nature and density of markets. On the other 
hand, there is something to be said for the device as an approximate test 
of the relative technical economy and efficiency of different methods for 
providing power service and as a rough measure of the comparative de¬ 
votion to ideals of public service in the control and conduct of business 
policy. And while the “yardstick” device has theoretical imperfections 
(its shortcomings have been thoroughly publicized by the private com¬ 
panies), there is another significant point to consider. The federal power 
“yardstick” represents an effort to demonstrate that with careful plan¬ 
ning of facilities and a forward-looking rate policy liberal use of elec¬ 
tricity and low rates are economically compatible with a long-term re¬ 
covery of necessary costs through revenues. 56 

Regardless of the limitations of the “yardstick” as a precise measure 
of reasonableness under varying conditions, it is, as noted above, a real¬ 
istic weapon with which to combat intrenched monopoly which uses its 
position to obtain excessive profits. In fact, it appears that the device is 
more aptly described as a “birch rod,” although this observation implies, 
perhaps, an unintended condemnation of its use. Evidence already at 
hand suggests its effectiveness as a lever to bring about rate reductions. 

“Mosher, W. E. and others. Electrical Utilities—The Crisis in Public Control, Chap. VIII. 

“"What was needed was an actual demonstration (1) that the electrical power industry 
had become involved in a vicious circle of high prices and low consumption, and (a) that there 
was a means of escape from this predicament. The difficulty was, despite a gradual increase in 
power consumption, and despite, also, a gradual reduction in retail rates, that electricity was still 
too expensive to be widely used. The utilities did not think it advisable to make drastic rate 
cuts in advance of wider use. The consumers, on the other hand, would not buy additional 
current in large amounts, or would not buy current at all at the then existing rates.” T, V. A., 
* 933 -* 937 , P- 
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This has been noticeable particularly, but not solely, in those regions 
where private companies have been affected or threatened. 57 

It is in accord with the purpose of this study to consider especially 
the competitive aspects of the federal power program. On this point, 
there has been a heavy barrage of complaints against the policy of gov¬ 
ernmental competition with the private enterprise of its own citizens. 
It has been alleged that because the cost of power provided by the gov¬ 
ernment has been understated and because the public projects are subsi¬ 
dized with federal funds it will be impossible for a private enterprise to 
compete. It may be expected that objections of this nature would be 
forthcoming from and perhaps exaggerated by those interests whose con¬ 
tinued monopolistic control of the power industry is threatened. It is 
not necessarily true that prudently organized and conservatively financed 
companies are bound to suffer. The expressed purpose of the federal 
program, as exemplified by the Tennessee valley development, is to com¬ 
bat only those enterprises and practices which are inimicable to the public 
interest. In a well conceived national power program, provision can and 
should be made for the protection of and cooperation with sound and 
adequate private systems. In fact, the experience thus far does not sup¬ 
port the contention that established enterprises will be destroyed by the 
activity of the government in the Tennessee valley. Average residential 
consumption in the territories served by leading private companies in the 
southeastern part of the United States has increased since 1933 to the 
point where consumption in this area now considerably exceeds the 
national average, whereas it had long been one of the most backward 
regions in this respect. Significant also is the fact that financial gains 
in gross and net revenues were made at the same time by the companies, 
“despite considerable doubt of the validity of some capital structures.” 58 
To the extent that economy in organization and use of resources 
combined with a really promotional rate policy can effect reductions in 
cost and rates, the complaint of “unfair” competition will not bear ex¬ 
amination. The social purpose of economic competition is to seek lower 
costs through adoption of the most efficient techniques and by the elimina¬ 
tion of obsolete methods in the financial as well as the technical field. 
There always is a temptation to brand as “unfair” any new manifesta¬ 
tion of competition which challenges the gains or the survival of estab¬ 
lished enterprises, institutions, and practices. 

Nevertheless, widespread duplication of facilities for the sake of com- 

8T “While final statistics must await the completion of the series, the data already examined 
show that a vast number of rate changes have occurred in the two-year period since the first 
national rate survey was made. These changes have been almost entirely reductions, largely in 
communities where the rate levels had previously been comparatively high.'* Federal Power 
Commission, Release No. 300, statement by Acting Chairman Clyde L. Seavey, November 

^lllenthal, D. E., “Is T. V. A. Really Hurting Private Utilities?" Public Utilities Fort¬ 
nightly, Vol. 17 (1936). P- 74 * 
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petition is not, from the point of view of economy, a desirable solution 
of the power problem. As has been stated before, with reference to 
municipal competition, there is no ground for the assertion that a policy 
of mere duplication of power facilities, if pursued without restraint, will 
be any less wasteful of resources or more stable than in the early history 
of the electrical industry. A prolonged competitive struggle between 
public and private systems is not an attractive prospect from the point 
of view of economy in the use of resources. While the government, in an 
effort to remove the abuses which have prevailed in the private power 
industry, could curtail monopoly profits by a policy of indiscriminate 
duplication, the accomplishment of this desirable objective would not be 
a real economy if a general condition of excess capacity in technologically 
adequate facilities were to result. If only obsolete facilities are displaced 
and if power facilities as a whole are kept within the limits of the nation’s 
potential power requirements at reasonable rates, however, wasteful ex¬ 
cesses in capacity will not arise. And if private monopoly can be sub¬ 
jugated in no other way, the provision of adequate power at reasonable 
rates may require a realistic and drastic 'policy, with some sacrifice of 
economy. 

On this point, the statement of power policy by the T. V. A., if 
adhered to, is reassuring. It was announced in 1934 that “from the 
outset the Authority recognized that in the disposition of its surplus 
power the interests of existing privately-owned utilities should be given 
every consideration consistent with the Authority’s paramount public 
obligations. Accordingly, negotiations were entered into for the purchase 
of distribution and transmission facilities needed to carry out the Au¬ 
thority’s obligation to market its surplus power. No duplicating or com¬ 
peting facilities have been erected by the Authority.” 59 In the same re¬ 
port it was declared that while the public interest in the widest possible 
use of power must prevail over private interests when the two conflict, 
“every effort will be made .... to avoid the construction of duplicate 
physical facilities, or wasteful competitive practices.” 60 It should be noted 
in this connection also that the Federal Power Commission, after ex¬ 
tended study, found no support for the statement that the country is 
faced with the prospect of a redundancy of power. 61 It reported instead 
that the legitimate future needs of the nation require a marked increase 
in power producing facilities if a shortage is not soon to occur. 

The Tennessee valley program has been greatly hindered to date by 
litigation sponsored by private companies intent upon protection of their 
vested interests. Constitutional challenges and injunctions have been a 

"Tennessee Valley Authority, Annual Report , 1934, p. 3. 

90 Ibid., pp. 33-33. 

“Federal Power Commission, National Power Survey, Interim Report, Power Series No. 

*935. 
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major factor in delaying the development of a market for T. V. A. 
power; and some of these legal issues have not yet been settled by the 
courts four years after the inception of the project. 62 Some progress has 
been made toward a removal of these legal barriers, 68 and it seems likely 
now that the major difficulties in this respect have been overcome. In a 
forceful opinion delivered on January 20, 1938, the Sixth Circuit United 
States Court of Appeals denied the claim of eighteen private utility 
companies that production and distribution of electric power by the 
federal government under the T. V. A. is unconstitutional. 64 It has been 
announced that the latter decision will be appealed to the United States 
Supreme Court. 65 

The situation has developed into what might aptly be described as a 
“competition of strategy/' The private companies operating in the 
region in 1936 tendered an olive branch in the form of a proposal for a 
“power pool” of private and public facilities and their output. 66 The 
staunchest advocates of the federal power program, of whom Senator 
Norris is typical, have been unwilling to make such a deal, on the 
ground that to do so would be to capitulate to the very interests and 
evils which the program was intended to check. Their fear is that di¬ 
rection and control of a coordinated system would be dominated by pri¬ 
vate financial interests who would thwart the drive to provide cheap 
electricity in abundance. Following the Supreme Court decision uphold¬ 
ing the constitutionality of P. W. A. grants for municipal power plants, 67 
the Commonwealth and Southern Corporation indicated a desire to sell its 
properties in the T. V. A. region to the government. 

A recent disturbing development in the rate policy of the T. V. A. is 
probably attributable to the legal barriers which have impeded the crea¬ 
tion of the intended market for T. V. A. energy. It is a cardinal feature 
of the law which established the T. V. A. that preference should be given 
to cities, rural associations, and other public bodies in the sale of power, 
a stipulation which is consistent with the aim to increase the use of elec¬ 
tricity in the home and on the farm. With power available and its 
disposition imperative if waste of available energy is to be avoided, there 
is some indication that the T. V. A. may be drifting toward the same 
policy of preferential rate treatment of large industrial customers for 
which private companies often have been criticized. What appear to be 
very generous contracts have been made with The Aluminum Company 

••Tennessee Valley Authority, Annual Report: 1935, p. 58; 1937, p. 366; Tennessee Volley 
Authority — 1933-1937- 

"Ashwanaer et al. v. Tennessee Valley Authority et at., 297 U. S. a88. 

"The Tennessee Valley Electric Power Company et al. v. Tennessee Valley Authority et at. 

••Associate Press despatch, Tan. ax, 1938. 

*Public Utilities Fortnightly, Nor. 5, 1936, p. 65a; Feb. 4. *937. P- *9*J Feb. 18, 1937# 
p. 246. 

•»Alabama Power Company v. I ekes, 302 U. S. 464 . 38 Sup. Ct. 300, ai P.U.R. (N. S.) 
289: Du*e Power Company et al. r. Greenwood County, 30a U. S. 485, 38 Sup. Ct. 306, at 
P.U.R. (N. S.) 298. 
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of America, the Arkansas Power and Light Company and several chemi¬ 
cal companies. 68 These cases may portend a “dumping” policy based on 
opportunistic grounds instead of adherence to the goal of cheap elec¬ 
tricity for residential customers and farm operations. An examination of 
the T. V. A. standard rate schedules reveals clearly the nature of the 
original intention. 60 

The competitive aspects of the federal program for the development 
and use of water resources, particularly for power purposes, have been 
examined at some length because to do so is directly pertinent to the 
subject and scope of this study. Moreover, it is the competitive features 
of the movement which have been given almost exclusive attention in 
public discussion. This emphasis on competition, “yardsticks,” and 
“birch rods” has been due to political strategy of doubtful wisdom and to 
the defensive propaganda of those wanting to make their opposition as 
convincing and effective as possible. It must be pointed out, however, 
that the great amount of publicity given to allegations of “unfair com¬ 
petition,” “violation of the rights of investors,” and “unsound subsidies” 
has tended to conceal the fundamental issues at stake and has screened 
from view the deeper significance of the program. A sound appraisal of 
the potentialities of these projects simply cannot be made as long as they 
are viewed only, or even in major part, as an expedition to punish mo¬ 
nopolistic private utilities which may not have adhered to high social 
standards in their activities in the past. 

The water resources program, far from being merely a manifestation 
of competition, marks the beginning of a long-range effort to plan for the 
socially effective control and use of natural resources on a coordinated 
basis. It represents a consciousness translated into action of the impor¬ 
tance of rational and full use of nature’s resources. It denotes a change 
in social outlook, an adaption of institutions and methods to cope with 
new problems and to seek social objectives not heretofore considered. It 
is a case of technological and institutional displacement rather than com¬ 
petition; but here as in other situations of comparable nature, the 
underlying significance of an evolutionary change in social institutions, 
policies and techniques is likely to be misrepresented by opposition groups 
and overlooked by the near-sighted who focus their attention on the tem¬ 
porary competition which accompanies the transition. It is not to any 
important degree an adventure in competition; it is an essentially new 
phenomenon or type of venture, different from existing private under¬ 
takings designed to furnish one service alone—electricity. The private 

"Tennessee Valley Authority, Annual Report, 1937, Appendix A, especially pp. 150, 

94. joa. 309, 315, 3as. Several of these contracts were discussed and defended by Mr. Lilien- 
tnal in the March, 1938, conferences between President Roosevelt and the three directors of the 
T. V. A. Removal of a Member of the Tennessee Valley Authority, Message from the President 
of the United States, Sen. Doc. iss» 75th Cong., 3d Sess., 1938, pp. 22-25. 30 * 34 . 48. 

"Tennessee Valley Authority, Annual Report, 1935. 
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utilities, in deploring “unfair public competition,” have, with an incon¬ 
sistency that is apparent, at the same time expressed doubt as to their 
ability to compete with this new type of long-range, integrated, multiple- 
benefit federal project. 

Attempts have been made to discredit these projects by pointing out 
that their cost will not, in all probability, be covered entirely by revenues 
froiil$the sale of electric power. With respect to this objection, it must 
be taken into account that the program contemplates the provision of 
various social benefits and services in addition to cheap and abundant 
power. In some cases power is even a relatively minor consideration. 
Where navigation, flood control, reforestation, control of soil erosion, 
development of recreational facilities, preservation of wild life, recla¬ 
mation and rehabilitation of areas, and regeneration of economically dis¬ 
tressed people are involved jointly with the generation of power, it is 
at the very least a fair question whether the power element in the inte¬ 
grated program should be expected to bear the entire cost. Power, in these 
multiple-purpose undertakings, simply cannot be considered a thing apart. 
Much of the controversy over these multiple-purpose projects centers 
around the question as to how the joint costs should be allocated. 70 Those 
most interested in cheap power would minimize the allocation of costs 
to power. They would define the cost of power in terms of the strictly 
separable outlays for power production and distribution; and the joint 
costs, according to this view, would be considered a general governmental 
expenditure incurred for the other benefits and to be covered in major 
part by taxation. At the other extreme, it is held that all the costs should 
be assessed against power production, either because? of a desire to afford 
the greatest protection from cheap power to existing power facilities or 
because it is considered that the projects should be “self-liquidating” and 
that power represents the principal or sole marketable, revenue-producing 
utility rendered. Most of the other benefits of the integrated projects, 
however valuable in a social sense, cannot be reduced to precise monetary 
expression. Neither are the benefits traceable to particular individuals, 
groups or localities, except in part and in some instances. They are 
chiefly general and national in their significance rather than specific and 
local, and many of these intangible benefits, moreover, will accrue not 
immediately but over a long period. 

Under these conditions, known methods of costing now applied in 
private enterprise afford no basis for a scientific allocation of the joint 
costs or their relationship with special benefits in an individualistic sense. 
Between the extremes as to cost allocation policy mentioned above, there¬ 
fore, there is room for many shades of opinion, many of which are certain 

••Gray. H. M., "The Allocation of Joint Costs in Multiple-Purpose Hydro-Electric 
Projects," American Economic Review, June, 1935, p. 224. 
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to be colored by special interest. In the final analysis the issue must be 
decided by the crystallization of diverse opinions and special interests 
into a socially effective judgment as to what the national policy shall be 
and what the general welfare, however conceived, requires. 71 This sug¬ 
gests the necessity for a careful consideration of all the aspects of these 
integrated undertakings to assure as far as possible that the total of the 
various future benefits will at least equal the costs and that the burdens 
will be within the limits of the nation to bear in taxation. It follows, also, 
that the system of taxation, to the extent that taxation is a factor, should 
be so ordered as to be consistent with the objectives sought. A govern¬ 
ment, it is true, need not be confined to the profit and loss, self-liqui¬ 
dating rules of private enterprise. Nevertheless, there are problems here 
which require an extremely high order of vision in planning and ability 
in organizing, directing, and most of all in coordinating the various 
phases of the projects if they are, in fulfillment, to measure up with 
potentialities. 72 

Mutual Associations 

Brief mention needs to be made of the “competition” of mutual 
companies 78 with privately operated public utilities. This type of organiza¬ 
tion has, until recently, been limited almost entirely to the telephone 
business. Even there, it has been confined largely to rural lines, which 
probably function as mutual associations in most cases because the pri¬ 
vate companies have not seen fit to develop the business in outlying sec¬ 
tions where it is doubtful that the business will yield a profit. Many of 
them are so small and restricted in scope that the government does not 


M It is interesting to note the general nature of the language employed in prescribing the 
cost allocation policy to be followed in connection with the Bonneville project on the Columbia 
river. Public Act No. 339, 75th Congress, 1st sess. says, in part: “Schedules of rates and 
charges for electric energy produced at the Bonneville project .... shall be fixed .... with 
a view to encouraging the widest possible use of electric energy .... Rate schedules shall be 
drawn having regard to the recovery .... of the cost of producing and transmitting such 
electric energy, including the amortization of the capital investment over a reasonable period 
of ^ars .... In computing the cost of electric energy developed from water power created as 
an incident to and a byproduct of the construction of the Bonneville project, the Federal Power 
Commission may allocate to the costs of electric facilities such a share of the cost of facilities 
having joint value for the production of electric energy and other purposes as the power devel¬ 
opment may fairly bear as compared with such other purposes." Federal Power Commission, 
Seventeenth Annual Report , 1931, PP- 12*13. 

On February 9, 1938, the Federal Power Commission announced its plan for the allocation 
of costs on this project. The initial power development, to be completed in 1938? »* estimated 
to cost $9,180,500 for facilities intended solely for power purposes. The power facilities nearing 
completion comprise approximately one-fifth of the probable ultimate installation. The Commis¬ 
sion has allocated, in addition to the direct outlays for power, $2,501,900 of the total estimated 
cost to June 30, 1938* of facilities to be used jointly for navigation and power purposes. The 
latter figure is derived from the decision to allocate to power 32.5 per cent of the cost of 
facilities having joint value for power and other purposes. The total estimated cost of such 

_4— __a s. a.0 ___1 __n_ a. 


Power Commission. Release No. 380, February 9, 1938.) 

w The dissension which has developed in the administration of the Tennessee Valley pro- 

J ram illustrates the conflicts of interest and of points of view which are likely to appear. See 
letnoval of a Member of the Tennessee Valley Authority, Message from the President of the 
United States, Sen. Doc. 155, 75th Cong., 3d sess., 1938. 

, ""Mutual company,** used here in its usual meaning when applied to a business under¬ 
taking, refers to that type of organization which is fundamentally a consumers* cooperative 
association, the owners of the enterprise being the same individuals who use the product or 
service. 
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even include them jflp^ensus data. 74 In some cases they may have been a 
source of annoyan&iNto and of competition with public utility exchanges, 
chiefly because in most states they are not subject to regulation. It is 
customary to require mutual associations to get a certificate of conven¬ 
ience and necessity before beginning operation; beyond that, they usually 
are not controlled. But in at least two cases, one of them a state supreme 
court decision, mutual telephone companies have been interpreted as 
public utilities and subjected to all public utility laws. 75 The Pennsyl¬ 
vania commission has refused to accept that interpretation, however, in 
deciding that a mutual company is not properly considered a public 
utility deserving of protection from competition, because such a company 
can withdraw from business on ninety days' notice and serves stock¬ 
holders only. 76 The Wisconsin commission put an opposite interpretation 
on a similar situation, deciding that a mutual company requiring pur¬ 
chase of stock but which had never refused to extend service was en¬ 
titled to protection. 77 

Perhaps no more competitive influence should be accorded mutual 
telephone associations than that the possibility of their organization 
exerts a restraining effect on privately operated companies in small com¬ 
munities where mutual undertakings are easily established or where they 
already are operating. For the most part, they exist because the large 
systems have not chosen to extend service to outlying areas. Conse¬ 
quently they cannot be cited as significant evidence of competition in the 
telephone business. 

This type of organization has also existed for some time in the field 
of electric service, particularly on the Pacific coast and in the north 
central states in areas not served by private companies. 78 Groups of large 
industries in the Pacific states have sometimes formed mutual asso¬ 
ciations to generate power in centrally located steam plants burning 
natural gas. The spread of this type of power-producing unit as a result 
of the California natural gas conservation law of 1929 has caused the 
private companies some concern. Such mutual electric companies are 
beyond regulatory authority in California. 79 In the main, however, electric 
service in the past has been controlled predominantly by private power 
systems in rural as well as in urban areas. 

Under the sponsorship of the private utilities, electric service to rural 


“Bureau of the Census, Census of Electrical Industries: Telephones , 193s. 

•Mountain States T. & T. Company v. Project Mutual T. & T. Company (Idaho) P.U.R. 
xoi6F, 370; Ashley Tri-County Mutual Telephone Company v. New Ashley Telephone Company 
(Ohio gup. Ct.) KUR. 1016JB. 40*, no Nl 959- „ t w „ 

"Re ParmerS Mutual Telephone Company (Pa.) P.U.R. 19x7c, 171. 

"R# Cochems (Wis.) P.U.R. 1916B, 841. 

“Adams, W. C, "Rural Electric Cooperatives Expanding Rapidly under R. E. A.,” Public 
Utilities Fortnightb, Vol. xp (i937)» p. 161. 

•Electrical World, Vol. 9S 093©), p. 1x63. 
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residents and farm operators has not developed rapidly. Line costs and 
rates have been high, guarantees have commonly been required, and the 
prevailing attitude has been that rural areas are not profitable to cultivate 
except on a selective basis. 80 Recently, the federal program to electrify 
rural America has brought the cooperative association into prominence. 
The activities of the Rural Electrification Authority, tentatively estab¬ 
lished by executive order in May, 1935 and given permanent status by 
Congress in May, 1936, have given strong impetus to rural electrification 
through cooperative associations. 81 This federal agency is devoted to the 
policy of increasing the use of electricity on the farm by lowering line 
costs, cheapening appliances, liberalizing rates, and offering financial aid 
to those who desire service. Indicative of the potentialities is the more 
than 50% increase in the number of farm customers in the United States 
from December 31, 1934, to June 30, 1937. 82 It is worth notice that this 
awakening of interest in rural electrification has not been confined to 
the United States; in fact, other nations report earlier attention to the 
problem and more rapid progress than in the United States. 83 

The question for consideration here is whether the rural cooperative 
undertaking, bolstered by federal and state direction and encouraged by 
financial aid, is properly described as a competitor of the private utility. 
That there will be some competition seems altogether probable; but it 
does not follow that the program is predominately or necessarily com¬ 
petitive. In the first place, it must be taken into account that the private 
companies, with some exceptions, did not push rural electric service 
vigorously until the cooperative program began to take form. In many 
cases also, the private companies had developed rural lines on a “string¬ 
line” basis, had tapped only the most profitable regions, and generally had 
followed a policy of “skimming the cream.” The cooperative associa¬ 
tions established to date are intended to serve customers previously ig¬ 
nored by private companies and to develop compact areas in a thorough 
manner. Moreover, many of the mutual organizations purchase current 
from existing private companies, in which case the two agencies are 
complementary rather than competitive. It is a favorable sign that some 
of the private companies have manifested a friendly attitude toward 
cooperative associations. 84 In other cases, however, the private companies 
have acted to impede the program by refusal to cooperate, by legal 


"Federal Power Commission, Electric Rate Survey, 
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Rural Electric Service, Rate Series 


_ i Rural Electrification News. June, 1936, contains the Rural Electrification Act. 
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action, or by competitive construction. 85 How much of competition 
develops will depend, it seems, on whether the private companies choose 
to cooperate with the mutual associations by furnishing them with current 
at reasonable terms. By this sort of arrangement, since they have no 
investment in distribution equipment, the private companies assume little 
risk; and their traditional timid attitude in regard to the expansion of 
rural service loses whatever justification it may have had. The success 
of the program will depend on whether the cost of service and appliances 
can be brought within the range of the farmers' ability to buy. 80 


Competition of the Isolated Private Electric Plant 

The competition of the isolated private electric plant with the central 
electric station has occasioned no small amount of difficulty in the regula¬ 
tion of electric rates. Probably the greatest bone of contention in the 
process of rate making for electric service, aside from determination of 
the “fair value" of public utility property, has been the insistence by the 
operators of central stations that it is necessary and sound business prac¬ 
tice to offer low rates to large users who have the alternative of supply¬ 
ing themselves. In the present connection, it is not intended to study 
the subject of rate making as it touches isolated plant competition. That 
is reserved for consideration in a subsequent chapter. 87 The aim at this 
point is to ascertain whether or not there is a competitive situation and 
to indicate the probable trend of isolated plant operation and competition. 

The problem resolves itself into a determination of the comparative 
economy and efficiency of the private plant and the central electric sta¬ 
tion. It should be noted that rates in effect are not conclusive as to rela¬ 
tive economy unless they reflect cost and efficiency factors accurately. 
In treating that question, the only absolutely conclusive procedure would 
be to investigate specific situations. While that has not been possible, 
because of the inaccessibility of information, a comprehensive picture of 
the situation may have a value of its own. 

As might be expected, there are points in favor of both methods of 
producing electric power for industrial use. The central station manager 
is inclined to emphasize the vigor of isolated-plant competition when 
vindicating his rate policies, but at the same time to contend that isolated- 
plant generation is uneconomical. The implication is that the central sta¬ 
tion’s problem is not entirely that of reducing rates to induce the aband- 


“Cooke, M. L., “Plan or Muddle Through.” Rural Electrification News, May, 1036, p. 15. 
It it cited that private power companies in eleven states have persistently refused to quote 
reasonable wholesale rates to REA projects. In nineteen other states the private companies 
have cooperated by filing special wholesale rates for rural cooperatives. Rural Electrification 
News, Dec. X937, p. 13. 

“Further reference to the prospects for rural electrification will be made in the following 
chapter. 

“Chap. Vm. 
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onment of isolated plants, but partly that of convincing the industrial 
manager that the central station is the cheaper source of power. This is 
a significant point, for more real salesmanship and careful cost analysis 
and less rate shading on a bargaining basis might bring the same results, 
and the former would be more apt to accord with the public interest in 
an equitable rate structure. 

The chief advantage of the central station is the economy and effi¬ 
ciency attendant upon an increase in size and volume. The isolated plant 
lacks the opportunity for expansion beyond the needs of the factory 
which it supplies. Intensity of use is limited in the same way, which 
operates to keep load factor and diversity factor low in most cases. The 
advantages of the central station as to size and hours of use are not, how¬ 
ever, as decisive as they may at first glance appear. The integration of 
industry into large producing units makes it possible for a factory to in¬ 
stall equipment of improved type and to hire engineers of high class. In 
favor of the isolated plant also are the recent improvements in the effi¬ 
ciency of small generating equipment, which have been called “amazing” 
by one electrical trade journal. 88 It is anticipated by some engineers that 
upon the expiration of many long-term contracts between central stations 
and industrial enterprises, many of the latter will take advantage of the 
recent technical improvements in relatively small-scale generating equip¬ 
ment and once more install their own facilities. It may be, however, 
that such statements are partly intended to serve a strategic purpose in 
rate bargaining or in sales promotion of electrical equipment. But it 
should not be overlooked that an isolated plant saves the cost of trans¬ 
mitting and distributing electricity, always an important item for the 
central station, and one which increases with distance from the generating 
source. Thus, the farther the central station is removed from the factory 
in any given instance, the stronger becomes the argument for isolated 
generation. Perhaps offsetting this is the fact that an isolated station may 
be put to considerable expense in the hauling and handling of coal or 
other fuel. 

The central station encounters stiffest opposition in those industries 
which themselves have a high daily and annual load factor. The steel 
industry is an outstanding example. Even more unfavorable to the elec¬ 
tric utility is the situation where a private plant can use exhaust steam 
from its private electric plant for heating. A central station cannot 
usually realize this by-product economy because of the large condensa¬ 
tion losses when steam is sent more than a very short distance. Utility 
companies have been known to try to meet this circumstance by buying 
up isolated plants, offering unduly low heating rates, established by indi- 

m Electrieal World , Vol. 95 (x93o)» p. 637. 
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Proportion of Electrification of Factory Power Equipment* 


Combined capacity of prime movers 
and electric motors using purchased 

current. 

Electric motors operated by prime 

movers owned by factories. 

Estimated capacity of prime movers 

used to actuate these motors. 

Electric motors using purchased current 

Total last two item*;. 
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vidual bargaining, to the previous owners upon consideration that the 
utility be given the electrical business also. The isolated plants are 
operated during the heating season, but are allowed to stand idle during 
the remainder of the year. 89 This unutilized capacity is the source of 
considerable expense, a fact which merits careful attention by commis¬ 
sions when rates for this type of service are being inspected or approved. 
The public utilities also encounter special difficulty in meeting isolated 
plant competition in industries such as steel where blast furnace and 
coke-oven gases are available for use in proportion to the power needs. 90 
The suggestion has been made that in such cases the central station and 
the isolated plant interconnect, the same gains being in view as when 
interconnection is made between two central stations. 

Figures are available which shed light on the competition which central 
stations meet from isolated electric plants and from other types of prime 
mover. Data assembled by the Bureau of Foreign and Domestic Com¬ 
merce reveal that about 74 per cent of all power used by factories is 
applied through electric current. In other words, only one-fourth of the 
total horsepower of prime movers in factories in 1929 was used to 
activate machinery without the intermediary of electric current. What 
is more pertinent to the present discussion, the capacity of all prime 
movers, electric and otherwise, has shown little increase since 1914. Prac¬ 
tically all of the addition to factory power equipment has been in motors 
operated by central station current, the capacity of such motors having 
multiplied nearly six times in the period 1914-1929. The situation is sum¬ 
marized in the accompanying tabulation, showing that three-fourths of 


"Re Union Electric Light & Power Company (Mo.) P.U.R. 1918E, 490, 523*530; Re 
Pacific Gas & Electric Company (Cal.) P.U.R. 19*0$, 597. 

"Electrical World, Vol. 95 (1930), p. 637. 
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all power used in factories in 1929 was electrical; and of this about 72 
per cent was purchased from central plants, compared with a little over 
50 per cent in 1914. A similar trend is found in the source of power 
used in mines and quarries. 91 Moreover, there has been no marked indi¬ 
cation of a change in trend in the years since 1929. The number of large 
and small power customers of utility companies and sales to them de¬ 
creased during the depression years, but by 1935 the pre-depression 
position of the electric utility companies had been recovered or sur¬ 
passed. The number of large power customers, it is true, continued to 
decline moderately through 1935, but this may be due to a shift of some 
of them into the small power classification, which has shown an increase. 92 
The indication is that the central stations have been highly successful in 
their campaign against the isolated plant. 

There are notable exceptions. The iron and steel industry gets only 
about six per cent of its electric power from central stations. Other 
industries get about the following percentages of power from central 
utility plants: lumber, 30; paper, 40.1; woolens, 38.8; petroleum refining, 
39; beet sugar, 11.8; and cane sugar, 2.6. The public utilities have been 
most successful in besting competition in the cotton goods, ice manufac¬ 
turing, flour, clay products, chemical, preserving, boot and shoe, fertilizer, 
and slaughtering and meat packing industries. This difference in the 
extent to which the various industries are patrons of the central stations 
suggests a criticism of the attitude of the public utilities toward isolated 
plant operation. The utilities tend to look upon all power business as 
competitive. The presence of an isolated electric plant is considered a 
competitive challenge in any and all circumstances. 93 There has been, 
apparently, a failure to realize that some industrial power and heat 
business is beyond the ability of a central station to acquire on an 
economical basis. In some circumstances isolated plant generation will 
probably continue to be the cheaper method. No amount of bargaining 
can change the situation in that case, and the utilities would do well to 
realize it. The fact remains, however, that there has been a persistent 
general trend in favor of service from central stations for most operations. 

n Ibid. 

“Bureau of Foreign and Domestic Commerce, Statistical Abstract of United States —1950, 
p. 353» Table 403. _ ... 

“LeBoeuf, R. J., Jr., “When a Monopoly Is Not a Monopoly,” Public Utilities Fortnightly, 
Vol. 6 (1930), p. 707. 
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Competition ordinarily refers to the rivalry between sellers of the 
same commodity or service, but the scope of the term is broader than that. 
In its more inclusive meaning, competition embraces not only rivals in 
the same business, but the struggle between producers of different com¬ 
modities and services which satisfy the same or similar human wants. 
Thus cotton and wool may be said to compete with each other to some 
extent, and the same is true of electricity and gas, or ice and mechanical 
refrigeration. In other words, we are concerned here with what is known 
in economic terminology as the problem of composite supply. The signi¬ 
ficant point is that the markets for these commodities and services which 
cater to the same general demand are not entirely independent of each 
other, although the interrelationships may not always be obvious at first 
sight. On the other hand, the competitive market relationship between 
differentiated economic products may easily be exaggerated. There are 
market relationships between substitutes; but there are limits to those 
relationships as well. 

The term competition is sometimes given an even more liberal inter¬ 
pretation, signified by the frequently encountered phrase “competition 
for the consumer's dollar.” 1 A merchandising relationship is seen be¬ 
tween “ships and shoes and sealing wax.” Justice Holmes, formerly of 
the United States Supreme Court, has described it as the “competition 
of conflicting human desires." 

Indirect competition, as the term is used here, has been widely her¬ 
alded in recent years as a modern phenomenon that compels a restatement 
of all doctrine which concerns the action and consequences of competition. 
The emphasis on the “new competition” is reminiscent of the optimistic 
note sounded in the “new era" economics so frequently a few years ago, 
but which has suffered a serious set-back since the onset of the depres¬ 
sion. Stress on the increasing importance of the conflict between alter¬ 
native services and the struggle for the consumer's dollar has been no 
more noticeable anywhere than in the public utility industries. 2 A most 


*Stickney, Albert, State Control of Trade and Commerce, p. 179. The work of Mr. 
Stickney. published in 1897, is testimony to the fact that the "competition for the consumer’s 
dollar" is not a new concept. Cf. Zinder, H., "Competition and Merchandising," N.E.Lui. 
Bulletin, Vol. 17 (1930), p. 549. 

M. K., "Rate Reduction as a Measure of Commission Efficiency," Public 

"Competition and Merchandising," 
""1 the Interest of the Public Incon- 

_ _ __ - Academy of Political and Social 

Science, Vol. 14 (1930), p. 267. 
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extreme expression of confidence in the efficacy of indirect competition to 
control monopolistic action is the following: 

We may look with equanimity, therefore, upon the further growth of the 
great super-power projects that will pool their combined electrical outputs as 
desired; vast groupings of railroad property and other transportation adjuncts; 
world-wide intercommunication services .... For above the vast organization of 
industry and service which may be brought into being to meet the expanding 
requirements of the nation, stands supplantive competition, a far greater industrial 
force and a more potent factor in our economic progress than the puny individual 
competition often worshipped as the ‘life of trade.’* 

Some consideration may rightfully be granted to the claim that in¬ 
direct competition is becoming of greater moment. Technological ad¬ 
vances have provided more ways of doing the same thing or a greater 
variety of things. The consumer at the present time is confronted with 
more ways of spending a somewhat larger income than were his imme¬ 
diate ancestors. Alternatives are insistently pressed to his attention by 
high-pressure salesmanship and by many modes of advertising. The lure 
of easy credits and installment buying also has made the decision of how 
to apportion one’s income more difficult to reach. 

But these observations made, it still remains true that the choice of 
what to buy is no new problem for a purchaser, whether he is a con¬ 
sumer of a public utility service or of something else. The assertion that 
the choice of what to buy is no different from that of where to buy a 
single product or service, and that the competitive restraint on price is 
the same in either case, invites investigation. When it is pronounced that 
over seventy-five per cent of the electric light and power business is 
highly competitive, 4 or that except for a “trivial amount” the local 
utilities are subject to “keen competition,” a challenge is delivered which 
should not go unanswered. 5 

It is to be expected that the utility companies would be ardent sup¬ 
porters of a canon so favorable to their own interests. The acceptance 
of the view that utility services are rendered under highly competitive 
conditions would absolve the public service companies from supervision 
of their activities to the extent that their control is predicated on the 
prevailing belief that they sell under the protection of monopoly. The 
doctrine that the public utilities are operating now in competitive cir¬ 
cumstances can be explained partly by the fact that, with the approaching 


’Sarnoff, David, “Science Will Destroy the Laggard," Nation*s Business, Vol. 18 (1930), 
p. 3a. The term “supplantive competition" evidently is used to describe what has been called 
indirect competition fn this discussion. 

♦New Vork Report, 1930, pp. 324*326. A review of the testimony of Mr. Carlisle of the 
Niagara*Hudson Power Corporation before the Commission. 

•Cabot, Philip, “Public Utility Rate Regulation," Harvard Business Review, Vol. 7 (1929), 
pp. 257, 264*265* 4x5* For brief criticisms of this theory see: Gray, H. M. f “Competition as a 
Basis for Electric Light and Power Rates," Journal of Land and Public Utility Economics, Vol. 
5 (1929), p. 24a; Ryan, T. A., “Public Utility Rate Regulation," Harvard Business Review, Vol. 
8 (1030), p. 103; and Boatwright, J. W., “Competition and Electric Rates," Journal of Land 
and Public UtiUty Economics, Vol. 7 (i 930 » p. 181. 
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exhaustion of their markets extensively, resort has been had to encourag¬ 
ing more intensive use by existing customers. As might be expected, 
such increased use meets less necessitous demands, as well as demands 
which are capable of satisfaction, to a greater or less degree, by other 
means. The realization that the latter uses have a diminished utility for 
consumers has been translated into the conclusion that virtually all utility 
business is now obtainable only on a competitive basis. 

It is not to be supposed, either, that the adherents to the notion that 
public utility business is predominantly competitive are entirely within 
the industries. The idea has able defenders in academic circles, and it is 
undoubtedly significant that the doctrine of all-pervasive utility competi¬ 
tion has developed concomitantly with the attack on present regulatory 
tactics. 6 The alleged failure of regulation seems to have aroused an in¬ 
clination to sift the more or less discarded ashes of competitive theory, as 
applied to public utilities, and to salvage the remnants that can still be 
made useful in effectively controlling the public service companies. The 
reincarnation of rate theory based purely on what the traffic will bear 
and the assertion that such rate determination is in the public interest as 
well as that of the companies mark the extreme view that indirect com¬ 
petition by substitution is an adequate check on public utility monopoly 
and that legal control of return is therefore superfluous. The preliminary 
criticism is irresistible that the above-mentioned plan to eliminate present 
regulatory complications and deficiencies appears to be an attempt to 
provide a simple solution to a problem that refuses to be solved in so 
offhand a manner. 

Beyond doubt, the discovery by the public utilities that there are 
limits to their powers to control the market has been desirable. Commer¬ 
cial development has commonly lagged behind the technological, organ¬ 
izational, and financial aspects of utility operation. The history of public 
utility development, more particularly in the early days, shows the public 
utility managers applied to the problem of gearing their productive ca¬ 
pacity to meet a waiting market. 7 It is since 1920, and especially since 
1925, that the public service corporations have awakened to the necessity 
for becoming merchandisers, if their markets are to expand in the 
future.® The industries had been drugged by the notion that they were 
“natural” monopolies. The energizing effect of the “new competition” 

. *New 4 York Report, toso, pp. 374*378. The testimony of President A. T. Hadley before 
the Commission; Cabot, Philip, "Public Utility Rate Regulation," Harvard Business Review. 
Vol. ,7 (1039), pp, a«7, 413: Dorau, H. B., "Merchandising as a Factor in the Gas Industry." 
Gas Age-Record, Vol. 61 (1939), p. 863. In and out of academic circles the monopolistic 
character of gas and other public service industries has been much overemphasised. It fa high 
time some able analyst points, out the really competitive character of these industries." The 
quotation is from the last reference cited. 

’Sampsell, M. E., “Developing the Domestic Use of Electricity," Transactions of the World 
Power Conference, 1930, Vol. 1, Sec. 1, p. 336. 

•Ainey, W. D. B., “Sidewalk Competition," Nation's Business, Vol. 7 (19x9), p. 73. 
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on public utility merchandising policies is plainly noticeable. But as is 
so common when men suddenly become acquainted with a new idea, the 
tendency has been to lean too far in the opposite direction. Thus it is 
that now the prevailing attitude within the public utility industries is that 
their markets are keenly competitive markets. It is the purpose of this 
chapter and the following one to test the validity of this proposition. 

Possibilities of Substitution in the Various Services 

A review of the possible alternatives from which a potential con¬ 
sumer of a utility service may choose is an indispensable prerequisite to 
a decision as to the price-regulating power which can be accorded indirect 
competition. To this end, nine groupings have been made, including 
domestic service, rural service, commercial light and small power, munici¬ 
pal lighting, industrial power, railroad electrification, industrial heat, 
communications, and local transportation. In each of these divisions the 
purpose is to discuss briefly, the present situation and the probable future 
trend. The rivalry between alternative products and services includes 
not only the competition between the public utilities themselves, i. e., 
between gas and electricity, or between bus and street railway, but also 
the struggle for the market between a utility service such as gas and a 
non-utility product such as coal. 

Even though complete and reliable data were available to support the 
judgment of the writer as to the scope of competition in each of the 
following fields, limits set by the magnitude of the problem would for¬ 
bid their detailed presentation in this study. In every case, the purpose 
is to present a general but comprehensive view of the competitive situa¬ 
tion. Statistical information, therefore, is decidedly limited; but the 
sources of all facts which indicate either the fundamental superiority of 
one or the equality of the several alternatives are carefully noted. 

Domestic Service 

For many years the electric and gas utilities considered their busi¬ 
nesses to be essentially monopolistic, and this belief coincided with the 
passive policy of accepting what patronage came to them. Vigorous 
salesmanship, in other words, was not applied to the domestic branch of 
the service. The electrical utilities, after their initial skirmish with the 
gas industry, settled down in their own particular niche, that of lighting 
homes. The present-day designation of domestic patrons as ''lighting 
customers” is a survival of that attitude. The gas companies, likewise, 
reserved to themselves a particular type of domestic business, that of 
cooking. 

The past few years have witnessed a changed opinion with regard to 
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domestic service. With a closer approach to the saturation point in the 
development of markets extensively, 9 these two industries now have 
turned with considerable zeal to the intensive cultivation of the present 
users. In fact, both assert that the domestic business holds greater prom¬ 
ise for future increase than does any other class. 10 The gas industry has 
been particularly concerned with the development of new domestic uses 
because of threatened loss in the cooking load, due to the trend toward 
construction of apartment dwellings with provision for electrical installa¬ 
tions only and to the increase in restaurant eating and the buying of pre¬ 
pared foods. 11 The desirability of heavier domestic consumption is inten¬ 
sified by the resultant improvement not only of plant load factor, but more 
particularly of the density factor, or distribution load factor. 12 The do¬ 
mestic load per customer has shown steady increase over a period of 
years in the electrical industry, the annual use increasing from 268 kilo¬ 
watt-hours in 1914, to 428 kilowatt-hours in 1926, to 477 kilowatt-hours 
in 1929, and to 669 kilowatt-hours in 1935. 13 But the growth has not 
been such as to indicate a wide usage in the home of the major gas and 
electric appliances at rates which can be borne by electric lighting and 
gas cooking. The necessity for offering low rates to induce increased 
use of the service has been the occasion for designating domestic business 
as competitive. 

One of the most interesting and worthwhile studies of the market for 
domestic electric service uses the budget expenditures for light, fuel, and 
power by American families given by the Bureau of Labor Statistics, 
These expenditures are compared with what would have been paid for 
fuel, light, and power if all service had been rendered by 376 electric 
companies serving a population of 54,000,000. Had it been so, $2,236,- 
000,000 would have been paid instead of the $1,298,000,000 actually ex- 


•The electric light and power industry now has approximately twenty-one million domestic 
customers, compared with twenty million in 1910 ana sixteen and one-half million in 1926. 
Edison Electric Institute, The Electric Light and Power Industry in the United States, Statis¬ 
tical Bulletin No. 4 « 193*. Table XLIV, o. 42. 

“Swanson. J. K., “Domestic Uses of Gas Other than Cooking,” Proceedings of the Ameri¬ 
can Gas Association, 1939, p. 452; Electrical World, Vol. 93 (1939), p. 5, and Vol. 95 (1930), 
p. 1338. 

“Tappan, W. H., “A Survey of Methods to Prevent Loss and Insure Gain of Domestic 
Cooking Load,” Proceedings of the American Gas Association, 1939, p. 449. 

“It is estimated that domestic lighting load factor is only from ten to fifteen per cent. 
State of New York, Report of the St. Lawrence Power Development Commission, 1931, p. 75. 

The load factor of a plant or system of generating units is the ratio of the average 
service rendered to the maximum service supplied during a specified period of time. Thus, 
there can be a daily, monthly or annual load factor. It is apparent that load factor is a matter 
of concern not only to public utilities, but to other types of industry as well, since it measures 
the degree of stability in the use of productive facilities. It is of special importance to public 
utilities of the service type, such as electricity supply, because the demand is not constant, the 
service cannot be stored, and the fixed or constant costs are unusually heavy. 

The density factor measures the intensity of use of service within a given area, for ex¬ 
ample, a city block or a square mile. It is, therefore, a measurement of economy in the use 
of distribution facilities. Since distribution cost is heavy in the case of the electric, gas, and 
telephone utilities, the density factor is of prime importance, although it does not seem to have 
received the attention it warrants. Cf. Watkins, G. P., Electrical Rates, pp. 39, 193, 165. 

“National Electrical Li^ht Association, Statistical Supplement to the Electric Light and 
Power Industry tn the United States, Revised to January 1, ipso. p. 37: Edison jLlectric 
Institute. The Electric Light and Power Industry in the U.S., Statistical Bulletin No. 4, 1937. 
Table XV, p. xy. 
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pended. Estimating that the 376 companies received in 1927 $270,000,000 
from domestic service (half of the total for the entire industry), it is 
apparent that electricity is far from the goal of capturing the market 
for domestic power, heat, and light. The investigators conclude that 39 
of the companies offer rates that are competitive in the market for all 
domestic uses of heat, light and power in the home, and that 105 out of 
the 376 are “in reaching distance of this market when allowing a prefer¬ 
ential for electric service.” 14 

Up to the present time, the electric and the gas utilities have not suc¬ 
ceeded in capturing a very large portion of the potential domestic load. It 
has been estimated by the National Electric Light Association that where¬ 
as at the present time average domestic consumption is about 700 kilowatt- 
hours per year, there is a potential market for 2,150 kilowatt-hours for 
each domestic customer. 15 Accordingly, the market is about one-third 
saturated. Only four electric appliances are in wide-spread use and all 
of them are minor ones, 16 although progress is reported each year in ex¬ 
tending other uses. 17 It is the expensive and large-use appliances which 
have been the most difficult to place in the homes. At the same time, 
these are the ones which are the profitable load builders. Nor is the diffi¬ 
culty of capturing the market for the water heater, space heater, air con¬ 
ditioner, refrigerator, laundry equipment, and cooking range explainable 
solely on the basis of cost of current. The initial investment in the 
requisite appliances weighs heavily. It would cost over $1,000 to equip 
completely a home with electric labor-saving devices and more than 
an additional hundred dollars to provide health and comfort appliances. 18 

German students of the consumption of public utility service have 
emphasized the importance of publicity and salesmanship as supplement¬ 
ary to attractive rates in building up the domestic load. 19 The opinion 
is that educating the people in the advantages of gas or electricity is 
needed primarily in the domestic branch of the service, while low rates 
are the main consideration in the case of large industrial consumers. 
When allowance is made for the limitations imposed by high initial ap¬ 
pliance cost and the necessity for extensive publicity and salesmanship 
in marketing new uses for the service, it must be acknowledged that gas 
and electricity do encounter some competition from alternative sources 


"LaCombe, C. F., “The Competitive Market for Domestic Electric Service/* Electrical 
World. Vol. 89 (1947), p. 1139. 

E. L. A . Bulletin\, Vol. x6 (1929). p. 508. 

tM "Sampsell, M. E. t “Developing the Domestic Use of Electricity/* Transactions of the 
World Power Conference, 1930, Vol. 1, Sec. 1, p. 236. The appliances referred to are the flat 

iron, portable lamp, vacuum cleaner, and toaster. .. 

"Edison Electric Institute, The Electric Light and Power Industry in the United States, 
Statistical Bulletin No. 4, 1937, p. 22. 

"Sampsell, M. E., 10c. cit. . _ . „ 

"Adolph and others, “Der Belastungsfactor der Electrizitatswerke und seme Beeinflus- 
sung durch die verschiedenen Stromverbrauchen/’ Transactions of the World Power Conference. 
1930 , Volume 13, p. 38: Pirrung, A., and others, “Electrizitatstarife, neuere Bestrebungen und 
Erfahrungen/* Transactions of the World Power Conference, 1930, Vol. is, p, 107. 
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of fuel and power in the home. It is necessary to mention only a few 
such as coal, natural ice, oil, wood, and appliances operated by human 
energy. The most significant fact to be noted in connection with these 
substitutes is that in the vast majority of cases the public utility service 
is a more desirable one from the standpoint of convenience, ease of 
operation, cleanliness, accuracy of control, and saving of human time and 
energy.* 0 The substitutes cannot, then, be compared merely on the basis 
of costs, and their competitive status determined thereby. The equating 
of both costs and satisfactions is involved. Gas and electricity occupy 
the top of the scale, both as to cost and as to quality of the service. 

When substitutes, such as raw fuel, are readily available and are in 
common use at a lower cost than the utility company can meet with its 
superior service, it is doubtful whether the resultant competition is very 
effective as a limitation on rates. There is no intent to minimize the 
price-limiting power of indirect competition where it is effective, but the 
observation seems to be justified that much of what has been termed 
competition in public utility service, especially with respect to the do¬ 
mestic business, is such only in the sense that a Cadillac competes with a 
Ford in the automobile market. In other words, gas and electricity are 
so much superior in use to wood, coal, oil, and natural ice that the 
former must be termed luxuries relative to the latter when cost is given 
its due consideration in the buyer's decision. By and large, they appeal to 
different markets. True, there is competition at the borderlines, or at 
the margin of indifference. In some cases, the competition will be spirit¬ 
ed, where the relative costs balanced against the relative qualities of the 
service strike an approximate equation, and where the consumers under 
consideration may be presumed to have the financial ability to choose the 
superior service. Water represents an extreme case. In urban commun¬ 
ities especially there is no satisfactory substitute for pure water furnished 
from a central source. 

Gas and electricity do seem to compete on fairly even terms for some 
uses. The cost and the quality of the service are similar enough in many 
energy applications to constitute real competition. But as will be noted 
in another connection, 21 one is scarcely justified in judging these two 
public utility industries as competitive when they are to a very great ex¬ 
tent under one control. And even here, it is likely that past experience 
will be repeated, and competition will prove to be a temporary phenom¬ 
enon, as was the case in lighting during the early years of the present 
century. When great technological advances are being made in various 


*Bates, H. E., 
Conference, " 
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fields, it may appear for a time that several processes, products, or ser¬ 
vices are competing on an equal basis. Very often, however, public 
preference, as well as the technical expert and accurate cost analysis 
soon turns the tide in favor of one or the other. 

The competitive nature of domestic utility service has been exagger¬ 
ated. The grossest evidence of this is the assertion that so great a portion 
of the services are rendered under competitive conditions, referring to 
the availability of substitute services, that rates may properly be estab¬ 
lished on a basis of what the traffic will bear. The leading proponent of 
this theory bases his conclusion on the judgment that the non-competitive 
areas in the rendering of domestic service are small. 22 The weight of the 
evidence is that the areas where competition by substitution is really 
effective are small. 

In any event, there are few who will deny that domestic lighting is 
monopolistic in that there is no comparable substitute. If this be granted, 
then it is of little avail to point out that the coal furnace or oil heater 
competes with the gas furnace, or the electric refrigerator with the ice 
man, which, within the limits noted above, is granted. The statistics 
which show that the 20,000,000 domestic users of electric service in the 
United States make an average use of less than sixty kilowatt-hours of 
electricity per month prove conclusively that a majority of the consumers 
are limited in their use of electric service to lighting and to a few small¬ 
load appliances. It is very probable that a majority of all the domestic 
users of electricity do not use over 25 to 30 kilowatt-hours per month. 
Even though it might be assumed, then, that all other utility business is 
competitive, the case is not made for the abandonment of legal control 
over rates. 

The small consumers, who have come to look upon a minimum 
amount of public utility service as a necessity, are a large majority of 
the total number of central station customers, and they have no bargain¬ 
ing power in the form of an adequate substitute. 28 These customers 
should not be forced to substitute an admittedly inferior service in order 
to appraise a public utility monopolist of the fact that there is a limit 
beyond which he cannot go in charging for his service. Competition by 
substitution contains little protective or regulative power if some of the 
uses are competitive and some are not. It is no small problem to rule 
accurately the exact limits of the competitive area; and that is the en¬ 
vironment in which discrimination flourishes, and shades easily into 
unfairness. 

“Cabot, Philip, op. cit., p. 414* 

“Now York Report, 1930, pp. 375*376. The minority report criticizes the Hadley doctrine 
of charging what the traffic will bear, on the ground that it grants no protection to the mass 
of small users of the service. 
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Rural Electric Service 

The electrical industry (and to some extent the gas industry also) 24 
has developed a lively interest in the 50,000,000 horse-power energy 
which is required to run the more than six-million farms of the United 
States. 25 A National Committee, 26 composed of twenty-four state or¬ 
ganizations, the United States Departments of Agriculture, Commerce, 
and Interior, the National Electric Light Association, the American 
Farm Bureau Organization, the American Home Economics Association, 
and many other bodies, was organized in 1923 to investigate the pos¬ 
sibilities of applying electricity extensively to the biggest business in 
the country. 27 

Rural electrification, nevertheless, is still in its infancy, taking the 
country as a whole. At the end of 1929, only 8.9 per cent of the farms 
in the United States were connected with electric light and power lines. 28 
A few states have made notable progress; in eight states more than fifty 
per cent of all farms were receiving electric service on October 31, 1936. 
In twenty-two states, however, less than five per cent of all farms were 
electrified on the above date. 29 Despite the activities of the federal gov¬ 
ernment through the Rural Electrification Authority, only 18 per cent 
of farms were receiving electric service at the end of 1937. The year 
1937 was, however, a record one for rural electrification, fifty per cent 
more farms being electrified than in the year 1936. The number of new 
customers added to lines financed by R. E. A. was approximately ten 
times the number added in 1936. 80 

The potential use of electricity, and gas also where it is available, on 
farms is tremendous. A completely electrified farm would use 8,400 
kilowatt-hours, according to the National Electric Light Association. 81 
The Federal Power Commission reports that one-half of all farms receiv¬ 
ing electric service consume less than thirty kilowatt-hours per month. 
Average annual consumption per farm customer for the United States, 
excluding California, was 957 kilowatt-hours in 1933. 88 Agriculture as 
an industry is far from being completely electrified. The present average 
rural consumption indicates that electrification has not proceeded beyond 


“Boonstra, Richard, “The Farm Goes Modern with Gas," American Gas Association 
Monthly k Vol. xx (19*9). p. 137. 

“National Electric Light Association, Statistical Supplement, 1930, pp. 21-22. 

••The Committee is known as the National Committee on the Relation of Electrictiy to 
Agriculture. National Electric Light Association Bulletin, Vol. 15 (1928), p. 144. 

••The X9ao Census showed agriculture to be a $78,000,000,000 enterprise. Manufacturing 
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the use of lighting and of minor appliances in the typical farm home. 
Notable exceptions can, of course, be cited. 83 

The availability of more than one hundred ways to use electricity 
and of at least twenty possible applications of gas on a model farm does 
not prove the competitive nature of rural electric or gas service. 84 The 
same considerations apply as in the case of urban domestic service, and 
even more forcibly. Installation costs are high. The cost of the appli¬ 
ances necessary to a complete electrification is prohibitive in the majority 
of cases. 85 The rate for the service itself must be relatively high, unless 
use is considerable, in order to cover the high transmission and dis¬ 
tribution costs. 86 Indicative of the limited ability of farm operators to 
pay the costs of electrification is the fact that approximately one-third 
of all farm dwellings were valued at less than five hundred dollars h 
1930. 87 

The use of electricity in many agricultural processes must be counted 
a luxury as long as agriculture is conducted on a small individual farm 
basis. On the basis of comparative costs, effective competion cannot be 
given a wide scope. Where gasoline engines are used on farms, govern¬ 
ment figures indicate that central station electricity can do the work as 
cheaply. 88 Central electric stations, moreover, have little to fear from the 
installation of private electric plants. The competition from the latter 
source has been greatly overestimated. Except in very thinly populated 
areas, public utility energy can be offered profitably at so much less cost 
that the possibility of installing a private plant operates as an upper limit 
to monopoly price rather than as a true competitive factor, since one 
horsepower-hour of electricity produced in a private electric plant installed 
on a farm costs approximately twenty-five cents. 80 Despite the surpris¬ 
ingly high cost of animal power used on farms, which has been estimated 
to be the equivalent of 15^ per kilowatt-hour, substitution of electric 
motive power for animal power on a wide scale is not a probable alter¬ 
native, at least in the immediate future, in view of the cost of the equip¬ 
ment and the unfavorable load factor in its use due to the prevalence of 
individual farming on a small scale. It is likely that the major part of the 
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electric service to the agricultural population will continue to be in the 
home for some time to come. 40 It is doubtful whether, taking the country 
as a whole, the public utilities themselves expect to be able to compete 
for a large part of farm energy requirements. 41 Under present conditions 
of farm ownership and income of operators, it is difficult to see how 
electrification of farm operations on a large scale can be brought about 
without heavy subsidies. Under the circumstances farm electrification is 
more a process of limited technological displacement and gradual social 
change than a matter of competition. 

Commercial Light, Heat, and Power 

In the gas and electric industries, the commercial class of business 
refers to use in office buildings, large apartment buildings, hotels, stores, 
theatres, restaurants, bakeries, and public laundries. In the electrical 
business the distinction is sometimes made between small power, meaning 
the commercial class, and large power, referring primarily to industrial 
or manufacturing consumers. 

The public utilities have not been disposed to consider this business 
as strictly competitive to the extent that the large industrial business is 
so regarded; nevertheless, there is emphasis upon the opposition which 
is met from alternatives. The gas industry is at the present time cam¬ 
paigning for a larger share of the restaurant, hotel, and public laundry 
heating load, partly with the idea of offsetting the loss which has been 
sustained in the domestic load as a result of the housewife having re¬ 
lieved herself of much of the drudgery formerly connected with her 
duties. Accordingly, the rivalry of coal and oil has been found to be a 
distinct barrier, and the difficulty of installing gas appliances in commer¬ 
cial business when the raw fuels are relatively inexpensive is cited as 
proof of the competitive nature of the business. 42 But at the same time 
the gas industry in its selling activities is wont to preach the inefficiency 
and inconvenience of the raw fuels as sources of energy in the individ¬ 
ual establishment, and to predict their ultimate demise except as used by 
the central station. The tendency now is to regard electricity as the chief 
rival in these heat applications, but, as was pointed out before, such com¬ 
petition is no protection to the rate payer if the sister utilities are under 
one control. 

In the field of commercial lighting and small power, the private in¬ 
stallation in the form of a Diesel engine or Delco plant is considered the 
chief competitive threat. The oil engine manufacturers have made a 
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spirited effort to get this type of business. 43 The American Society of 
Mechanical Engineers is on record, however, with the judgment that 
small Diesel engines cannot compete with central station power except 
where public utility rates are unduly high. It has been said that “if a 
real deflation of public utility and holding company finances should ever 
take place and rates be brought in line with the true economic value of 
the service, it is unlikely that the use of Diesel engines for electric power 
generation would persist very long except in altogether special instances. 44 
Lacking the load factor and diversity advantages of a centralized system, 
individual service must in most cases be a poor alternative. In other 
words, the presence of small individual installations is indicative not of a 
naturally competitive situation, but of the failure of monopolistic utilities 
to go after the business with an offer of reasonable rates. 45 That power 
produced by individual electric plants costs approximately twenty-five 
cents per horsepower-hour is proof enough that competition is meaning¬ 
less when applied to such circumstances. 40 Furthermore, expressed opin¬ 
ion from informed sources that commercial business yields a higher mar¬ 
gin of profit than any other class of electric business contradicts any 
contention that the service is rendered under highly competitive 
conditions. 47 


Municipal Lighting 

An appraisement of the force of competition in municipal lighting 
is best made by considering how rates for this class of business are de¬ 
termined. Street lighting, it should be noted first of all, is a very choice 
type of business for the central station. The annual use of energy by a 
single ioo-candlepower lamp is greater than the average annual consump¬ 
tion of a residence customer. There is a minimum of required invest¬ 
ment, no meters, no credit risk usually, and negligible accounting ex¬ 
pense. Moreover, municipal lighting has high load factor and is almost 
entirely off-peak, especially in large cities where the industrial power 
daytime load is heavy. 48 

Aside from the uninviting prospect of substituting gas for electricity, 
a municipality’s alternative to purchasing energy from a central station is 
to provide its own lighting service. In some cases municipal plants have 



power, large Installations are used to advantage as reserve capacity to meet peak loads of 
central stations. This use of the Diesel engine has made greater progress in Europe than m 
the United States, however. 
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been established in the first instance in order to obtain municipal lighting 
service at reasonable cost. For most cities such a plant would be small 
and its load factor relatively poor unless it chose, and had the right, to 
compete with the private company for diversified classes of business. In 
the case of the larger cities, competitive bids might be invited from sev¬ 
eral private utility enterprises in the vicinity, 49 assuming that there were 
no community of interest among them. These rather unattractive and 
restricted alternatives demonstrate the limitations to the city's economic 
bargaining power in the making of a lighting contract. In practise, such 
contracts often are the product of much bickering, the municipality 
threatening to install its own plant, the public utility knowing that it can 
offer a rate as a last resort which will prevent such an occurrence. Once 
a contract has been made, competition is entirely out of the picture until 
the time for the making of a new contract draws near. 

A city's greatest weapon in bargaining with an electrical utility is not 
strictly economic at all; it is political. The desire to retain the good will 
of the citizenry and taxpayers and to receive friendly treatment by mu¬ 
nicipal officials in tax and franchise matters is the most important re¬ 
straining factor which influences public utility rate policy in regard to 
this type of business. It is public relations, more than competitive eco¬ 
nomics, which limits the rate stipulated in a street lighting agreement. 

The most decisive answer to the presumption of competitive rate de¬ 
termination for municipal lighting contracts is gained by a glance at the 
average rates for such business. Despite the fact that the use of current 
by municipalities is frequently off-peak and that the average quantity used 
was 68,709 kilowatt-hours per year, both of which point to low cost, the 
average rate in 1936 was 3.9 cents per kilowatt-hour. This compares with 
the average use by large industrial power customers of 168,437 kilowatt- 
hours per year, at an average rate of 1.21 cents. For commercial users 
under the small light and power classification, average use per customer 
per year (1936) was 4,155 kilowatt-hours and the average revenue 3.71 
cents per kilowatt-hour. 60 There can be little doubt what the opinion of 
the electrical industry is as to which of these types of business is gained 
under competitive conditions. A considerable divergence from cost is 
indicated in the case of municipal lighting. 

Industrial Power 

Popular opinion, including that of many who deny that most other 
classes of utility customers are served under competitive circumstances, 
would undoubtedly show an overwhelming belief in the strictly competi- 

Jr. f “When a Monopoly la Not a Monopoly,” Public Utilities Fortnightly, 
Institute, Statistical Bulletin No. 4, 1937, pp. s, 16. 
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tive nature of the large-scale industrial business. Many of the facts 
brought out in this section, which is devoted to a survey of industrial 
power, are equally applicable to industrial heating. In fact, some of the 
observations apply as well to the domestic, rural, and commercial 
branches of the service. Statements which have a general bearing, there¬ 
fore, will not be repeated in the following section where industrial heat 
service is discussed, for the reader easily can select for himself the ideas 
that carry over to that field. 

It is asserted by the public utilities that competition by substitution 
is today more keen than ever before in the market for industrial heat and 
power. 51 Nor is this impression confined to those interested in public 
utility operation, for many students of public utility affairs have accepted 
this view. 52 The regulatory commissions, too, as will be shown in Chap¬ 
ter VIII, have subscribed to the same hypothesis in their rate-supervising 
activities. 58 

The section on isolated plant competition, which was treated in the 
preceding chapter as a form of direct competition, brought out most of 
the essential points with regard to the struggle for the industrial power 
load. Since the isolated electric plant is easily the most formidable rival 
of the central station for this type of business, 54 brief mention of the 
other possible substitutes will suffice. Following is a general estimate of 
the combined competitive force of the isolated plant and the other al¬ 
ternative sources of power. 

The central station has more than held its own in the battle with the 
isolated electric plant. 55 The government figures showing the relative 
proportions of power in industry provided by various means furnishes 
the further evidence that electric power, from whatever source derived, 
is making even more rapid progress in the competition between prime 
movers. Whereas in 1914, electrified equipment represented only thirty- 
three per cent of the total capacity of all prime movers in factories, in 
1923 the percentage had increased to sixty and by 1929 to seventy-four. 56 
In 1929 it was estimated that industry was seventy-eight per cent electri¬ 
fied for power purposes, including both central station and private plant 
energy. 87 The Pennsylvania Giant Power Survey Board in 1925 declared 
that electric power companies were supplying ninety per cent of all power 
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used in the state, exclusive of that required by steam railroads, electric 
railways, and the steel and mining industries. 58 

Steam, which is the major competitor of electricity as a prime mover, 
has made no gain in recent years. 59 While the world’s consumption of en¬ 
ergy was about twenty-seven per cent greater in 1927 than it was in 1913, 
coal production increased only five per cent, positive indication not only 
that coal is meeting stern opposition from oil, gas, lignite, and water 
power, but that a decreasing amount is being used inefficiently as raw 
fuel, and a greater proportion as a basic fuel in the generation of electric¬ 
ity and the production of manufactured gas. 60 Agitation for the con¬ 
servation of natural resources may have some bearing on this trend away 
from the use of coal, and perhaps of oil and gas too in time, as a raw 
fuel. 51 Figures published by the United States Bureau of Mines, how¬ 
ever, are witness to the fact that public utility service has by no means 
completely conquered the industrial market for energy, for 24.9 per cent 
of all bituminous coal used in the United States is supplied to manufac¬ 
turing industries, 82 whereas the electric light and power companies take 
7.7 per cent and the manufactured gas industry disposes of only one 
per cent of the total. 68 

Hence, while over a long period of time the continued success of 
central station electrictity in supplanting other forms of power for in¬ 
dustrial purposes seems a reasonable prophecy, the victory will not be 
an easy one. It must not be overlooked that improved and cheaper meth¬ 
ods of utilizing other forms of power are being applied. Such improve¬ 
ments as automatic stoking and automatic control come to mind. It is to 
be noted, too, that the relative decline in the use of coal as compared with 
other forms of energy, cited in a preceding paragraph, is to be explained 
partially as a result of increased efficiency in its utilization as a raw fuel 
or direct source of energy. The public utility companies are by no means 
oblivious to the refinements being made in oil engine construction, es¬ 
pecially in the case of large installations. In the single year 1928, 440,000 
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horsepower of oil engines was sold in the United States. The fact that 
on January 1, 1927, there was only 1,175,000 horsepower in such equip¬ 
ment in the entire country is proof enough that this type of power equip¬ 
ment is by no means obsolete. 64 The increasing efficiency of small-scale 
generating equipment has already been mentioned as a competitive factor 
which favors the isolated private plant. 66 Central stations must face the 
fact that they may not be able to dominate the market for industrial 
power unless they are willing to pass on to the users the economies of 
centralized generation. 

In those sections of the country where some form of raw fuel is 
abundant, and therefore cheap, the supremacy of electricity is particular¬ 
ly difficult to establish. A recent example is the development of cheap 
natural gas in various parts of the country. Where private industry owns 
water power sites, as in New York state where manufacturing enter¬ 
prises control a large part of the available hydro resources, it may be 
difficult for the central station to compete. A similar situation exists 
when power generation may be combined with industrial process in a 
factory, resulting in by-product economies which reduce the cost of 
electricity to a very low figure. The iron and steel and textile industries 
are typical. 66 

Consideration of the above deterrents to complete electrification calls 
attention to a misconception which is encountered frequently in state¬ 
ments by representatives of the industry as to what constitutes competi¬ 
tion. An example is cited from the textile industry where electricity is 
generated from by-product steam through bleeder turbines at a cost “far 
below the price the average utility could generate it even in the most 
efficient plant.” 67 There is no justification for calling that “competition/’ 
in the sense that the latter is reckoned as a price-limiting force. Thus, the 
view that all power business is within the potential market for central 
station service leads to confusion as to what the term competition 
encompasses. 

The error is exemplified, again, when a “competition of rival pro¬ 
cesses” is conceived where the making of ammonia from coal has become 
so cheap that the cost of production by electrolytic process would be 
greater even though the electricity were given free of any charge to the 
manufacturer by the public utility. Doubtless, in many cases invention 
or improvement of an alternative productive process does create a bitterly 
competitive market. But, on the other hand, when some rival process 
has proved beyond the shadow of a doubt its superiority over central 

••Zinder, H., “Competition and Merchandising/* N. E. L. A. Bulletin, Vol. 17 (1930), 
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station service, there exists, not an example of competition, but of its 
elimination. This point is especially pertinent in view of the alleged 
practice of utility companies in granting unduly low rates to large users 
of service, possibly at the expense of the rest of the patrons. It must be 
realized that in some circumstances the central station simply cannot 
compete, but must give way to a source of energy which is either defi¬ 
nitely cheaper or superior in terms of the quality of the result. When 
that is the case, the situation is not properly described as competitive. 

The public utility meets an additional obstacle, which lends plausi¬ 
bility to the belief in the fierceness of competition in the industrial field, in 
the unwillingness of potential consumers to scrap useful, though perhaps 
inferior, equipment. Lower rates must sometimes be offered to induce 
such scrapping of equipment than would be necessary were it not for the 
fact that energy service is rendered in connection with expensive and 
highly specialized instruments that require virtually a reorganization of 
the factory when extensive changes in power sources are made. It is 
apparent that in such circumstances the public utility trying to effect the 
substitution bears the burden of proof, and is distinctly in a buyer's mar¬ 
ket. This difficulty in monopolizing the field, due to the impossibility of 
easy transition from one source of supply to another, is undoubtedly a 
contributing factor to the general impression that competition is rife. 
It is to be noted, too, that this association of heavy initial expense at¬ 
tendant upon the installation of utility service, and the concomitant dis¬ 
carding of other valuable equipment, is not identified solely with the 
large power class of business, but is characteristic of all the others as 
well, including the domestic class of service. 

Rather than an aggravation of the competitive situation, however, 
the above factor is properly considered a restriction on the free move¬ 
ment from one type of service to another with changes in price or rate. 
And it must be remembered, too, that whereas now the public utility may 
experience the restraining influence of expensive investment in its cam¬ 
paign to introduce wide-spread use of central station service, even when 
rates alone may be such as to indicate the economy of such a procedure, 
the circumstances are the same in the other direction, so that the tran¬ 
sition once made, the public utility has gained a monopoly advantage in 
the same manner, by virtue of the disinclination of the consumer to dis¬ 
card expensive and specialized equipment. 68 

Some time ago a dissenter from the notion that the industrial class 
of electric utility business is competitive, presented the theory that the 
demand for industrial power is relatively inelastic, and that it is the de- 

"This factor in the public utility's monopoly power will be discussed in the following 
chapter, where the dangers of over-promotion are the subject of criticism. 
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mand for domestic service that is highly elastic. 69 This is too sharp a 
distinction. The demand for some domestic uses is elastic, and it is con¬ 
ceded that the potentialities for further growth are probably greatest in 
the domestic field. But there are many uses for which there are no good 
substitutes, and domestic demand tends to become permanent once it has 
been incited. Were the thesis under discussion sound, it might be ex¬ 
pected that domestic business users would be given uniformly low rates 
based on increment costs and large industrial users burdened with the 
fixed charges. If the latter were done, the statement is ventured that 
domestic rates would not be four or five times as great as large-scale 
power rates. 

The proposition that the demand for power is inelastic is based on the 
fact that for the majority of industries the cost of power is a compara¬ 
tively insignificant part of the total cost of the production process, which 
is a valid statement. Hence, a change in the cost of power can be 
expected to make little difference in the scale of production, and it fol¬ 
lows that the demand for power will be unaffected. In this sense, it is 
proper to say that the demand for industrial electric energy is inelastic 
except for the relatively few industries, witness the electro-chemical 
factories, which would be attracted by low power costs. 70 Power costs 
would have to rise sharply before most industries would revert to other 
types of prime mover or cease to use power by going out of business. 

But the demand for power is highly inelastic in this sense only. The 
conclusion that the demand for central station power is inelastic does 
not follow unless it be true that public utility service has so far out¬ 
distanced all competition on both cost and service bases that no reason¬ 
able possibility of thwarting rate increases by the substitution of some 
other source of energy remains. The above is an exaggerated statement 
of the prevailing situation with respect to the large power business, al¬ 
though it is true that electricity supplied by central stations is gaining 
the field and that the advance is likely to continue. But if the facts have 
been correctly interpreted in the preceding pages, the decision is that 
substitutes for central station large-scale power are more effective com¬ 
petitive factors than is the case when comparison is made between central 
station service and alternatives in, for example, many forms of domestic 
service, municipal lighting, and even commercial light and power. There¬ 
fore, although it be granted that a central station selling at cost from 
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an efficient plant can meet all competition, except where special advan¬ 
tages exist, the margin of superiority in many cases is not great. The 
substitutive power becomes effective within fairly close limits of price 
range. 71 The bargaining between seller and buyer is more equal, and the 
competition, therefore, is more keen in this class of service than in the 
others which have been analyzed. 

In the broader sense, the industrial load is sufficiently elastic, through 
substitution, to serve as a fair measure of protection to large users. In 
the absence of regulation, it is not likely that large power consumers 
could be exploited to any great extent, although discrimination would, 
no doubt, abound. To hold otherwise would be to credit the heads of 
manufacturing companies with greater skill in bargaining than is pos¬ 
sessed by public utility managers, for it is scarcely tenable that regulatory 
commissions have bestirred themselves much to protect the large users 
of service. Nevertheless, these industrial users have obtained low rates 
which are difficult to explain on any basis other than the bargaining 
power derived from, perhaps not equivalent but fairly comparable, 
alternatives. 

Railroad Electrification 

Circumstances governing railroad electrification and the supply of 
current by central stations to such railroad electrifications and to street 
railways are so similar to the above, no additional important principles 
bearing on the question of competition being involved, that only brief 
discussion of this class of business is required. The electric light and 
power industry has gained most of the electric railway business. In 1902, 
39 per cent of all street railway companies had no private power plant. 
The proportion increased to 39 per cent for 1907, 49.3 per cent in 1912, 
73 per cent in 1922, and 89.7 per cent for 1927. In the latter year, 68.3 
per cent of all power consumed by street railways was supplied by cen¬ 
tral stations. Comparison of these two sets of percentages indicates that 
only the largest street railway companies consider it economical to gen¬ 
erate their own electricity, since street railway power has a daily load 
factor of only about 35 per cent. 72 

Only one per cent of railroad mileage was reported electrified in the 
United States in 193s, 78 but its gradual extension is probable. The most 
important reason for predicting the partial displacement of the steam 
railroad locomotive is that the limit to the efficiency of the steam loco¬ 
motive has been approached, yet there is insistent demand for power to 


n Note again the limits to ease of substitution due to the fact of ea 
"Bureau of the Census, U. S. Department of Commerce, Eltctric 
Motor Bus Lines: 1997, p. 65. 
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haul heavier loads more quickly. Smoke elimination is another major 
consideration. While electrification projects have usually not been under¬ 
taken solely with the purpose of reducing operating expenses, most of the 
electrifications in the United States have resulted in savings in this re¬ 
spect. The savings in coal are appreciable, for a locomotive requires 
about six and one-half pounds of coal to provide power the equivalent 
of a kilowatt-hour of electricity, whereas the average required to gener¬ 
ate a kilowatt-hour of electricity in a central station is 1.67 pounds. 

As in the case of industrial power, the great obstacle to more rapid 
electrification is the high cost of conversion from one system to another. 
The present unfavorable financial condition of railroad companies is 
another restraining factor. 

Electrified motivation has a number of important advantages includ¬ 
ing cheaper maintenance, fuel and water savings, more continuous 
availability, greater track capacity, higher speeds, lower crew costs, heavier 
loads, and greater tractive efficiency. It is not implied, however, that 
railroad electrification is likely to supplant completely the steam locomo¬ 
tive in the near future. The feasibility of electrification depends above 
everything else on traffic density because of the great initial cost. 74 

There is no decisive rate-determining competition between steam 
and electricity for locomotive operation. Where electrification has taken 
place, competition for power service is between private generation and 
central plant power. Most of the electrifications in the United States use 
purchased central station energy and the trend continues in that direc¬ 
tion, although a number of the largest projects in the country use private¬ 
ly generated power. 75 The electric light and power industry is anxious 
for the load, because it would tie in well with large interconnected power 
systems. A complete railroad electrification project is estimated to have 
a potential load factor of sixty-five per cent, combining passenger, 
freight, and switching. The affiliation with interconnected electric light 
and power utilities would obviate extensive and costly duplication of 
transmission networks. The competition between the two alternatives 
would be confined, in any event, to the time when the public utility and 
the railroad were bargaining for a contract. There could be no day-to- 
day or even year-to-year competition between the two sources of supply. 
Once committed to either source for power, transference to the other 
would be almost prohibitively costly. 76 It is extremely unlikely that a 


u Ibid ., pp. 13-18. 

w/Wrf.; pp. m- 3 6. . , ... 

'•The material concerning steam railroads and steet t railways has been taken from the 
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of Load Factor on the Cost of Production and Methods of improving the Load Factor, 
Transactions of the World Power Conference, 1930 , Vol. 15, pp. 3* 06; Pennsylvania Giant 
Power Report , p. 57. 
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railroad once electrified would return to steam as a source of motive 
power. Recently, Diesel-powered engines have been put into use by a 
considerable number of railroads. Whether this will arrest the develop¬ 
ment of railroad electrification, time will tell. The issue will be decided 
in terms of cost and operating efficiency. At all events, they are not 
likely to be closely competitive. It is more to be expected that one will 
prove to be superior to the other, or that electrification may turn out to 
be more suitable in some circumstances and that Diesel locomotives will 
demonstrate superiority under other conditions. The Federal Power 
Commission in its report on this subject concludes that where a fair 
density of traffic exists or can be developed electrified trains will give 
better service at less cost. 77 It is suggested that the Diesel locomotive 
may be particularly suitable for terminal operations. 

n Federal Power Commission, Power Series No. 4, pp. 56-57. 



Chapter VII 


INDIRECT COMPETITION (CONTINUED) 


Industrial Heating 

Most of the conclusions reached in the preceding chapter with respect 
to the status of competition in the supply of industrial power apply as 
well to the use of heat in industrial processes, and there is no need to 
repeat them. The present discussion will be confined to a statement of 
the conditions which are especially characteristic of the heating business. 

The industrial heating load probably is considered the most competi¬ 
tive business for which the gas and electric utilities bid. To quote a rep¬ 
resentative of the gas industry: “Beneath us we have the crude fuels, 
battling on the price basis; above us we have electricity, crusading with 
the ciy ‘Quality regardless of price.’ To the right is the produce man 
who shows our customers how to make their own, and to the left is the 
crew who go one better and deliver it to them in bottles.” 1 The last 
reference is to propane and butane, derived as by-products in the re¬ 
fining of natural-gas gasoline. The influence of its competition with 
manufactured gas and electricity has been most apparent in California 
and other sections where natural gas and its derivatives abound. 

The industrial heating business is considered highly competitive for 
several reasons. In heating processes both gas and electricity are seeking 
business strenuously, whereas in the power division gas does not assert 
itself very strongly. Both of these utilities are relatively new entrants in 
the realm of industrial heating; and in this field the raw fuels will no doubt 
make a stronger bid for continued recognition, despite the asserted waste¬ 
fulness in their direct utilization. 2 The gas industry alone proposes to 
displace half of the bituminous coal now used in the industry,* and boasts 
of 20,000 possible uses for gas in industrial heating operations. 4 The 
electrical industry is a more recent solicitor of industrial heating business, 
but rapid progress has been made in recent years. In 1921, 13,000,000 
kilowatt-hours of electricity were used for industrial heating purposes. 
In 1929, the figure was 83,000,000 kilowatt-hours.® In the last four years 
the industrial electric heating load has increased fifty per cent faster than 


Chapman, D. W.. “What Is Our Position in the Competitive Fuel Field?” Proceedings 
of the American Gas Association. 1028, p. 798* . „ „ „ 

•Greenwood, Ernest, “The Battle of the Fuels.” Chap. XI in Prometheus, U. S, A. 
•American Gas Association, “Extension of Gas Service and Progress in Rate Making, 
Transactions of the World Power Conference, 1930, Vol. 2, pp. 467, 47 *- ... 

•Swanson. J. K., “Domestic Uses of Gas Other than Cooking, Proceedings of the Ameri¬ 
can Gas Asmemtion, 1929* p. 45a. 

•Ripley, C. M., Facts About General Electric, December, 1929. 
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the electric power load. 6 This has come about despite the fact that the 
thermal efficiency of electricity at the point of use is less than seven per 
cent of the original calorific value of the raw fuel from which the cur¬ 
rent is generated. 7 

Considered on the basis merely of fuel costs, the use of gas or elec¬ 
tricity as an industrial heat agent is an economic paradox. 8 But it is a seri¬ 
ous error, and a common one, to judge the competitive relationship of 
fuels on such a basis alone. 9 Determination of over-all costs of the heat¬ 
ing operation involves the consideration of savings made possible by the 
superior advantages of gas and electricity—savings, through automatic 
temperature and atmosphere control, in fuel, labor, materials, and spoil¬ 
age costs. Smaller floor space required, better and safer working con¬ 
ditions (which affect efficiency and turnover, insurance rates, and ac¬ 
cidents), the flexibility of the heat application, and the possibility of in¬ 
termittent heating have a legitimate place in the calculations of a factory 
manager. 10 In fact, the above is but one way of calling to mind that the 
fuel or energy cost has never been the only factor in the development of 
uses for gas and electric service. There have been advantages in added 
convenience, in cost reduction of other factors essential to the operations, 
or in superior technical results which must not be ignored. Thus it is that 
the slogan of gas and electric utilities with respect to industrial heating 
business has become: “Not what it costs to buy it, but what it costs to use 
it.” 11 The manufacturer, in effect, buys results obtained through the 
application of heat, and the comparison of fuels requires the determination 
of what gas and electricity offer beyond the mere thermal function. 

The result of the battle between the fuels is dependent upon the com¬ 
parative results of lower fuel cost with disadvantageous utilization and 
higher fuel cost with advantageous utilization. In some cases, particular¬ 
ly in special treatments where perfection and uniformity of results are 
paramount, economy will specify the use of gas or electricity, the latter 
being an even more refined application of heat than the former. At one 
extreme are the heat applications where electricity only can accomplish 
the desired result. 19 Competition is no factor in this upper range. At the 
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opposite extreme, where crude heat is required and quality is a relatively 
minor matter, neither gas nor electricity can compete on an equal foot¬ 
ing . 18 The latter are not now, and may never be, a panacea to be used 
wherever heat is required. Between these extremes are those processes 
where choice of fuel turns on the careful consideration of all factors— 
fuel cost, over-all cost, and quality of the result. When an approximate 
equality between two or more alternatives is indicated, then only is there 
competition that is effective in price or rate control. 

The general designation of industrial heating as competitive business 
is a misnomer. A differentiation of economic function, of considerable 
though not completely determinate extent except with reference to a 
specific situation, between the various fuels is noticeable. The classifi¬ 
cation of proper uses between gas and electricity, especially, cannot be 
made categorical, for they have much in common, thermally speaking . 14 
But is doubtless true, even in the case of these two public utility services, 
and still more so when comparisons are being made between the utility 
services and the crude fuels, that an apparent competitive situation is 
largely the consequence of undetermined relative efficiencies for the job 
in hand and of opportunistic rate practices. Not a great deal of technical 
study has been devoted to this subject . 15 The opinion is ventured that 
when accurate cost data are made available, one form of energy will have 
been proved superior in many particular heat applications which now 
seem to be the arena for active competition . 16 

Communications 

It has been claimed that the communication business, also, is dis¬ 
tinctly competitive. The following statement is representative: “No one 
can deny that the telephone business is competitive; in fact, in this field 
government rate regulation has all but disappeared. In the telephone 
business it looks upon the surface as if competition entered only slightly, 
but here we have a national monopoly of such scope that the temptation 
to use monopoly power to limit production, which is the only way in 
which monopoly power can be abused, has disappeared ." 17 

As a matter of fact, the argument for control of public utility rates 

“JWrf. 

^Composite operation of these two utilities, which is very common, invalidates any asser¬ 
tion of price determination by competition between gas and electricity in this field of use, as 
well as in the others previously cited. This matter will be discussed in the latter part of this 
chapter. Cf. Electrical World, Vol. 95 (1930). p. 841. ... . 

^The American Gas Association maintains a committee whose task it is to study the 
competitive fuel situation. The published proceedings do not contain much conclusive informa¬ 
tion, however, and upon appeal to the Association directly, the writer was informed that the 
Association has not available very much statistical information on competitive fuels which can 
be readily supplied to you.” Cf. Proceedings of the American Gas Association, 1927 , p. 7751 

9 9t ^fcf^Russell, Herman, “Teamwork Needed,” Public Utilities Fortnightly, Vol. so (i937)» 

P * 38 &Cabot, Philip, “Public Utility Rate Regulation,” Harvard Business Review, Vol. 7 
(xpag), p. s6$. 
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through the limiting force of indirect competition, or substitution, is par¬ 
ticularly weak when it is tested with reference to the transmission of in¬ 
telligence. The review of this public utility service will be brief, since few 
observations are made which have not been mentioned in the previous 
pages with reference to some of the other public service industries. 

By means of patents, license agreements, control of the manufacture 
and sale of telephone equipment, domination of channels for capital, 
acquisition of common stock by the holding company device, and absorp¬ 
tion of independent companies, a nation-wide monopoly, which now 
includes 80 to 90 per cent of the telephone business of the country, has 
been developed. 18 The two telegraph companies, the Western Union and 
the Postal Telegraph, both operate extensively over the country, yet it has 
been doubted that these two great companies actively compete in rates. 19 
It is much more unlikely that the telegraph companies operate as a close 
check on the rates applied to the more than 20,000,000 telephones in the 
United States. 20 That the telephone and the telegraph compete for much 
of the long-distance toll business sounds plausible, the more in view of 
the policy of the American Telephone and Telegraph Company in cutting 
toll rates at frequent intervals in the past few years. 21 It must be remem¬ 
bered, however, that the telephone finds its most essential use to the 
masses of the people for purely local communication. 22 It has been es¬ 
timated that ninety-eight per cent of all telephone business in the country 
is still intra-state communication. 28 

To be sure, air mail, regular mail, messenger, and personal communi¬ 
cation are a few of the other possible alternatives for communication 
service, but that they are not equivalent substitutes for rapid and easy 
telephone communication need scarcely be stated. If it be argued further 
that telephone companies are subject to the competition for the consum¬ 
er's dollar, the answer is that such competition is not very competent 
when the product or service in question has become a decided conven¬ 
ience to large numbers of people. Such is the case with the telephone. 

Competition in interstate commerce in the public utility industries 
and competition in international business are not within the scope of this 


“Federal Communications Commission. Proposed Report Telephone Investigation, 1938. 

“Ryan, J. A., “Public Utility Rate Regulation/' Harvard Business Review, Vol. 8 (1930, 

“Koulcol, C J., “World’s Telephone Statistics* January i, 1929,“ Bell Telephone Quarterly, 
Vol. o (1030). p. 312 . 
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study. But the international aspects of communication of intelligence 
have become of such great importance recently that brief comment is 
justified. Moreover, in the field of communications, competition has evi¬ 
denced itself in this country to a much greater extent in international 
commerce than in local business. Federal law specifically prohibits any 
attempt to monopolize the various means of communication. 24 The com¬ 
munication interests are seeking to eliminate this legal barrier on the 
ground that separate operation of wire communication is uneconomic and 
bad national policy. At the present time, international radio communi¬ 
cation is controlled by the Radio Corporation of America, which has no 
domestic line or ether system. The Radio Corporation would prefer to 
unite with one of the land-line telegraph companies, The International 
Telephone and Telegraph Company, rather than to compete within the 
country. It should be noted that not all of the communication interests 
favor co-ordination. The Western Union Telegraph Company deplores 
the elimination of the stimulating effects of competition in the communi¬ 
cation of intelligence. The independent radio companies, probably to 
spite the R. C. A., have also opposed consolidation of wire and wireless. 21 * 

The criticism that competition between wire and wireless, cable and 
radio, is uneconomic is predicated on the conviction that each method of 
communication has peculiar advantages which render its use in particular 
circumstances essential. Greater secrecy and greater reliability in all 
atmospheric conditions give wire communication advantages for coded 
traffic for expeditious treatment. Short-wave wireless, especially of the 
beam type, is particularly suitable for deferred traffic. 26 The public in¬ 
terest can only be attained in the most complete fashion, it is alleged, 
by permitting the co-ordination of the means of communication. Espe¬ 
cially is this so because other countries, particularly Great Britain, have 
unified their communication facilities and threaten to endanger the safety 
and foreign trade of the United States by domination of overseas 
communication. 27 

Monopoly of public utilities is not always dictated by economic con- 


H Section 17 of the Radio Act of 1937 reads in part: “After the passage of this Act no 
person, firm, company, or corporation .... in the business of transmitting and/or receiving for 
hire energy, cbmmunications, or signals by radio in accordance with the terms of the license 
issued under this Act, shall .... directly or indirectly, acquire, own, control or operate any 
cable or wire telegraph or telephone line or system .... or shall acquire, own, or control any 
part of the stock or other capital share of any interest in the physical property and/or other 
assets of any such cable, wire, telegraph, or telephone line or system, if in either case the 
purpose is and/or the effect thereof may be to substantially lessen competition or to restrain 
commerce .... or unlawfully to create monopoly.” Gibbs, G. S., “Should Our Radio, Wire, 
and Cable Utilities Be Combined?” Public Utilities Fortnightly, Vol. 3 (i 929 >.JP- , 7 ^ 6 . 
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sideration alone; political factors, as in this case, need to be taken into 
account. While the argument for coordination seems logical, and bears 
the approval of many authorities, the possibility of extortion by a mo¬ 
nopoly on so great a scale and rendering an essential service requires the 
provision for a vigorous federal control over its rates and services in this 
country if private interests are to continue in control of communication 
service. International complications and the probable necessity for 
treaties would make the attainment of such control difficult. 


Local Transportation 


The momentous changes, and the resultant instability, in the business 
of local passenger transportation in the past ten or fifteen years have 
caused much concern among operators, the public, regulators, and stu¬ 
dents. It may fairly be said that until the war period, the street railways 
were proceeding calmly in the prosecution of their business under the 
impression that theirs was a “natural” monopoly. It is small wonder 
that subsequent developments have given them a jolt from which they 
have not yet recovered. 

The following discussion is limited to local passenger transportation. 
It will be recognized by everyone that in many respects the problems as¬ 
sociated with competition in the realm of local transportation are 
paralleled in the field of steam railroad and other interstate transporta¬ 
tion. But the examination of competition in transportation is an immense 
undertaking, and it is presumptuous to state the problem even as to local 
conditions in just a few pages. The purpose is to appraise the extent 
of and the probable future trend of competition in local transportation. 

To claim that in the immediate past the business of local transporta¬ 
tion has not been the scene of fierce competition is to disregard common 
experience, universal decrease in street railway revenues, and numerous 
receiverships. Undoubtedly, the failure of the street railway companies 
to provide good service partly explains the susceptibility to competitive 
attack, just as it has in the case of the steam railroads. Mountainous 
capitalizations, created in the more serene days of strong monopoly, have 
resulted in inflexibility and have made the traction companies loath to 
adjust fares to changed conditions of demand. As time passes and per¬ 
spective is gained, it becomes increasingly apparent that local transporta¬ 
tion has been and is passing through a transition that is akin to a revo¬ 
lution in methods of carriage. 

• The private jitney, 18 the motor bus, and more recently the cut-rate 
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taxi 29 have in turn been the cause of unstable transportation in cities. 
The greatest source of competition for the electric railway has not been 
a public conveyance, however, but the private automobile. 30 On the 
strength of the competition between the various forms of local passenger 
transportation, the suggestion has been made that commission regulation 
of rates is both futile and unnecessary. 81 

Ordinarily, neither the public nor the law is specially concerned with 
the competitive pressure which a private enterprise meets in the form of 
a substitute. That has not been the case in the local transportation busi¬ 
ness, however, because none of the other means of transportation has 
proved to be a satisfactory substitute for the railway for mass transpor¬ 
tation in large cities. Moreover, present patronage by the public is not 
always conclusive evidence of the desirability of a particular type of 
service, if an uneconomic appeal to the public has been made by the 
operators of alternative facilities who are ignorant or unmindful of the 
necessity of charging for depreciation on the investment and for other of 
the less tangible costs or if the existing agencies for mass transportation 
fail to provide good service at reasonable rates because of a desire to 
protect past investments and inflexible financial structures. The relative 
merits for public service of the jitney and the cut-rate taxi, on the one 
hand, and the organized street car, elevated, subway, or motor bus sys¬ 
tem suited to furnish mass transportation, on the other, are brought to 
mind in this connection. Facilities to move large numbers of people 
rapidly with economical use of limited space are the prime transportation 
requirement in congested urban areas. 

That three-fourths of all passengers entering and leaving the central 
business district of a large city do so by means of public conveyance is 
testimony to the desirability of maintaining common carrier transporta¬ 
tion on an efficient and paying basis. A count of traffic in Brooklyn 
showed that 24.2 per cent of all shoppers used the surface cars, and that 
less than ten per cent were carried to the shopping districts by automo¬ 
biles, including taxis. Eighty-five per cent of the shoppers used some 
form of public conveyance. 32 In the smaller cities the private automobile 
shows a higher percentage of use. Nevertheless, a count in South Bend, 


“Welch, F. X., “The Taunt of the Taxi-Cab to the Street Car,” Public Utilities Fort¬ 
nightly. Vol. 5 (1930), p. 656. Cf. Hunter, J. G. (Transportation Engineer, California Rail¬ 
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p. 7: “The taxicab business .... with lowering of rates ana introduction of lightweight cabs, 

gives promise of increasing competition with street railways. This is particularly true of short 
haul travel where the taxicab rate for three or four persons may compare with or actually be 
less than the street car fare.” ....... „ 

“Hunter, J. G., op . cit., p. ia; American Bankers Association (Commission on Commerce 
•and Marine). Automotive Transportation and Railroads, 1927, pp. 5-8, 29; Re Lincoln Traction 
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Indiana, with a population of 85,000, showed that the private automobile 
carried only twenty-four per cent of the total traffic. It is possible, too, 
that public transportation would be more popular in the smaller cities if 
more convenient facilities were offered. 88 

The state regulatory commissions have sponsored stable local trans¬ 
portation by considering all forms of common carrier transportation as 
a unit in their determinations as to whether convenience and necessity 
require additional service. The reasoning has been that it is just as much 
contrary to the public interest to allow unrestricted competition between 
common carriers of different types as it is to allow those of the same 
class to compete without limitation. 34 It has become the policy of the 
majority of the commissions to give existing service an opportunity to 
provide additional and substitute service which may be considered neces¬ 
sary. 85 There does not seem to be much doubt as to the right of the 
commissions to administer the convenience and necessity laws in this 
manner, in view of the general terms in which the legislation which gives 
them power is clothed. 86 In court review, only the Michigan commission 
has been denied the right to protect street railways and buses from 
competition with each other. The Michigan supreme court has decreed 
that “if it be desirable to clothe the commission with the power to pre¬ 
vent such competition by refusing to permit motor vehicles to operate, 
when the service rendered by the steam and electric railroads is adequate 
to the needs and convenience of the public, we think the legislature 
should so provide in no uncertain language/’ 87 
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The Michigan law is similar to that of other states: "After thirty days from the effective 
date of this act, no business of transporting persons or property by motor vehicle, for hire, 
upon or over the public highway of this state, over fixed routes or between fixed termini, or 
hold themselves out to the public as being engaged in such business unless and until they shall 
have obtained from the Michigan public utility commission a permit to do so, which said permit 
shall be issued in accordance with public convenience and necessity and shall not be assignable." 
Laws of Michigan, 1929, Sec. 11342. 

Other state courts have upheld the commissions in preventing competition between motor 
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But while the commissions have sought to protect essential and in¬ 
dispensable service from unrestricted, temporary, and in some cases 
unremunerative competition from alternative sources, most of them have 
been wary of going too far with such a principle. Few states have given 
their commissions the power to limit taxi competition,*® but the practice 
of running immediately ahead of authorized public utility carriers has 
been considered by the Illinois Commerce Commission as the assumption 
of a public utility function not to be indulged in without a certificate. 89 
Taxi competition warrants legislative attention, for in many communities 
the cab has ceased to be the aristocrat of local transportation and has 
degenerated into a new type of cut-rate jitney. 40 In many cities taxi rates 
are actually lower than street railway fares. Since much of taxi service 
does not pay its way, and leads to traffic congestion and competition det¬ 
rimental to public welfare, its control is desirable, even imperative, es¬ 
pecially in the larger cities. 

The monopoly principle has not been considered conducive to public 
welfare when the introduction of a superior service is proposed. 41 The 
regulatory bodies have realized that the newer forms of transport have 
a legitimate place and are here to stay in many cases. The commissioners 
cannot be too sure that trusting the development of an infant industry to 
those who may not be particularly interested in its growth is consistent 
with progress. A fair measure of experimentation is indispensable, even 
though it be attended with a temporary disruption of stability in trans¬ 
portation. 42 It is not always possible clearly to draw the line in the be¬ 
ginning without a trial between that competition which is wasteful of 
resources and conducive to an unnecessary instability of carrying facili¬ 
ties and that introductory period of rivalry which is essential to a de¬ 
termination of the proper niche of each method of transportation. Nor 
ought the commissions to go too far with the vague doctrine that for an 
additional service to be desirable “the public must be concerned, as dis¬ 
tinguished from any number of individuals.” 48 The indefiniteness of 
the statement is testimony to the fact that the rules in the matter of 


and rail vehicles. See McLain v. Public Utilities Commission (Ohio Sup. Ct.) P.U.R. 1923E, 
71a, 143 N. E. 381; West Suburban Transportation Company v. Chicago & West Towns Rail¬ 
way Company (Ill. Sup. Ct.) P.U.R. 1923s., 150. 140 N. E. 56. In the latter case, the court 
called attention to the fact that a “commission has no arbitrary powers. Its orders must be 
reasonable and lawful, and the question whether they are so or not is subject to review on 
appeal." 

■•Connecticut has such a law ( Public Utility Act of 19*9, Chap. 292). The Pennsylvania 
Commission also has power to limit taxi competition, Re Universal Cab Company (Pa.) P.U.R. 
X930D, 178. CL Lilienthal, D. E., and Rosenbaum, I. S., “Motor Carriers and the State," 
Journal of Land and Public Utility Economics , Vol. a (1926), p. 257. 

*United Motor Coach Company v. Eggcrt (Ill.) P.U.R. 1029E, 305. .. ... 

■■Welch. F. X., “The Taunt of the Taxicab to the Street Car,” Public Utilities Fortnightly , 
Vol. 3 (1920), p. 6 k 6 . 

^Re Phoenix Water Power Company (Ariz.) P.U.R. 1016C, 239; Allegheny Valley Street 
Railway Company v. Greco (Pa.) P.U.R. i9*7A, 723; Re Wedgewood (Utah) P.U.R. 1921D, 
a6a; Public Service R. Company v. Mayr (N.J.) P.U.R. 1927A, 759» Re Wnght (Va.) P.U.R. 

9 &Re l Pacijtc Electric Railway Company (Cal.) P.U.R. 1922C, 150. 

*West Suburban Transportation Company v. Chicago and West Towns Railway Company 
(III.) P.U.R. 19*367 ISO. 156, 140 N. E. 56: State Public Utilities Commission ex rel. Chicago 
Board of Trade vTroieao, St. Louis and W. R. Company , 28 6 III. 58a, P.U.R. 19x9c, 6ao. 
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regulating competition between transportation substitutes are not clear- 
cut. It would not be accurate to give the impression that commission pol¬ 
icy has been uniform among the states, or even that a single commission 
has always been consistent with itself. * Commissioners are sometimes, 
and perhaps necessarily, opportunists, » 

The regulation of indirect competition has been almost wholly con¬ 
fined to the transportation utilities, perhaps because it has been a more 
pressing problem there. In the electric, gas, and telephone businesses 
commissions have no regard for substitutes as a general rule. 44 Electricity 
generated by steam and electricity generated by falling water, how¬ 
ever, have not been considered two different kinds of service from this 
viewpoint. And in some cases, artificial gas companies have not been 
subjected to competition from natural gas companies seeking to enter, 
but the existing company has been directed to purchase its gas from the 
natural gas enterprise at the city limits. 46 The Pennsylvania Commission, 
on the other hand, refused to protect an artificial gas utility from com¬ 
petition with the cheaper natural gas service. 46 

The tendency in the field of local transportation is away from the 
competitive circumstances of the past few years. With commissions 
approving, the belief predominates that there is a proper place for all— 
the street railway, subway, elevated, bus, taxi, and the private automo¬ 
bile. 47 Moreover, co-ordination and differentiation of function are not 
merely dreams; they are accomplished facts in not a few cases. The 
total number of motor carrier buses operated in the United States in¬ 
creased only from 32,000 to 33,000 during the period from 1926 to 1930; 
at the same time buses operated by electric railways increased from 5,150 
to 11,25c). 48 In the principal cities, not only of this country but of the 
world, real effort is being made to create unified local transportation sys¬ 
tems. 49 In Philadelphia, co-ordination of common carriers, including 
taxi-cabs, under private control, was brought about several years ago. 
The most ambitious unification scheme is that of Public Service Co-or¬ 
dinated Transport, a New Jersey corporation operating 2,390 street cars, 
2,406 motor buses, nine ferry boats, and sixty-seven taxis in that state. 60 


*Re IV. Va. Power and Transmission Company (W. Va.) 

P.U.R. 1929B, 127; Re B . W . Dalton 
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u Re independence Natural Gas Company (Mo.) P.U.R. 1923D, 

**Re People*s Natural Gas Company ana Borough of Juantta (P 

••George, J. I., "Recent Trends in Motor Carrier Regulation/' __, 

o (1930), p. 303; Fitzgerald, R. L., "A New Era for City Transportation/' N. B. L. A. Bulletin, 
Vol. xs (1024)1 p. 671; Trumbower, H. R., "Regulation of the Common Carrier Motor Vehicle." 
American Economic Review Supplement L Vol. 19 (1929)1 p. 234: Slater. J. E.. "A Study of the 
Motor Bus as a Competitor of the Railroads," Journal of Land and public utility Economics, 
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In this field of public utility service, it has not been the ruinous effects 
of competition alone which have prompted unification. Traffic congestion 
has become a vital problem in American cities. 

Efficiency in street usage demands the use of each type of vehicle 
only for the service which it is best suited to perform; the attainment 
of such an ideal can be approximated through co-operation, but not by 
means of unbridled competition. When a traffic count at a principal New 
York City intersection during a rush hour discloses the astounding in¬ 
formation that seventy per cent of the traffic consisted of taxicabs, sixty 
per cent of them empty, evidence of the uneconomic use of the streets is 
clear. 51 

The restraint on public transportation rates exerted by the private 
automobile, assuming co-ordination of public transport, while noticeable 
in its effects during the last ten or fifteen years, is inadequate for traffic 
reasons alone. The resulting congestion if all persons used the private 
automobile exclusively for transport purposes would be prohibitory. 
Reduced speed due to stop lights and traffic policemen at each intersec¬ 
tion, as well as the scarcity, inaccessibility, and expense of parking 
spaces, must limit automobile traffic within the crowded city districts and 
drive people to the cheaper, less nerve-racking, and often more con¬ 
venient common carrier. 

There is an even stronger reason for denying the competitive deters 
mination of rates by automobile competition in the fact that not every¬ 
body can afford private transportation. It must be kept in mind that 
three-fourths of all transportation users patronize public conveyances 
by virtue either of financial necessity or of convenience. 52 There are sub¬ 
stitute forms of service in local transportation, but they are not equiv¬ 
alent. There are alternatives which are, somewhat paradoxically, also 
complementary to each other. Competition has been keener in the local 
transportation field than in the case of the other local public utilities, and 
this competition has had a peculiar and quite unwholesome effect on rates 
for public transportation service. The street railway operators, their 
revenues diminished by ravishing competition, have adopted the policy 
of increasing their fares in an effort to avert bankruptcy. The steam 
railroads, it may be noted, have followed the same questionable rate 
practice in an attempt to offset the decreases in traffic and revenue caused 
partly by competition. As a consequence of the higher rates, of course, 
it has been all the more difficult to combat the competition. Where public 

“Welch, F. X., “The Inevitable Regulation of the Taxi," Public Utilities Fortnightly , Vol. 
5 C., “Buses v. Street Cars," Forbes, Vol. 22 (19*8), p. 13. 
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utility enterprises are involved, therefore, competition does not always 
result in low rates. Uncontrolled competition under these circumstances 
is contrary to the public interest, because it forces a necessary public 
utility to function on an insufficient revenue diet. 

Prophecy as to future developments in local transportation, especially 
with respect to the relationship between individual and public utility mass 
transportation, is injudicious. 68 Nevertheless, it does seem that competi¬ 
tion will wane after a period of transition and instability in city trans* 
portation has demonstrated that satisfactory transportation service and 
desirable distribution of the population require conservation of street 
space by the elimination of unutilized carrying capacity, and that efficient 
public transportation facilities are unattainable unless there is some pro¬ 
tection against unrestricted duplication of facilities. It is shortsighted 
to rely upon the temporary rate cutting which unlimited competition may 
(or may not) induce when the most important consequence of unnec¬ 
essary duplication is a chaotic condition which requires the lessening or 
elimination of competition in order that stable and efficient transporta¬ 
tion service at reasonable rates may be available. 

Limits to Inter-Utility Competition 

In local transportation, composite operation, or co-ordination of ser¬ 
vices, has made some progress with the support of regulatory commis¬ 
sions. The same tendency toward co-ordination in the gas and electrical 
industries is noticeable, but it has been accomplished without legal en¬ 
couragement, and generally speaking with different motives. The pre¬ 
ceding pages have demonstrated that with respect to some uses the com¬ 
parative cost and desirability of gas and electricity would make them 
closely competitive. The extent to which the two types of utility are 
subject to one control requires a qualification of their competitive 
relationship. 

The accompanying table is evidence that 40.1 per cent of the revenue 
of the manufactured gas industry is received by companies which are 
operated in conjunction with electrical utilities. Census figures for the 
electrical industry for 1927 show that the 711 composite privately-owned 
electrical utilities received 61 per cent of the total revenue of the indus¬ 
try, 54 The latter figures include those electric light and power establish¬ 
ments which operate electric railways, water companies, ice companies, 
and other projects, in addition to those cases where gas companies are 
affiliated with electrical enterprises. Compositeness in public utility op- 

*Cf. Rapid Transit Commission of Detroit, The Relation of Individual to Collective Trans¬ 
portation, xpsB. 

••Bureau of the Census, U. S. Dept, of Commerce, Central Electric Light and Power 
Stations, 1927, Table 5, P- si. 
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eration, already appreciable, is increasing, and it is in the larger com¬ 
panies that the tendency is most pronounced. 55 

Community of interest among utility companies, and especially be¬ 
tween gas and electrical utilities, is not limited to the cases where there 
is unified operation. Affiliation of operating units with holding company 


Distribution of Revenue Received by the Manufactured Gas Industry in 
1929 From Sale of Gas to Consumers* 



Revenue received 
from sale of gas 
to consumers 
in 1929 

Per cent of 
total for 
entire 
industry 

Per cent 
of group 
total 

Group 1: 




Companies selling gas only or 




gas and water: 




a. Controlled by holding or managing 




companies. 

$180,969,000 

34*5 

57-6 

b. Independently operated. 

108,036,000 

20.6 

34-4 

c. Municipal establishments. 

25,044,000 

4.8 

8.0 

Total for Group 1 . 

$314,049,000 

59-9 

100.0 

Group 2: 


1 


Companies selling electricity and gas: 




a. Controlled by holding or managing 




companies. 

$160,116,000 

30.6 

763 

b. Independently operated. 

47,574,ooo 

9-1 

22.7 

c. Municipal establishments. 

2,201,000 

0.4 

1.0 

Total for Group 2 . 

$209,891,000 

40.1 

100.0 

Grand total . 

$5 2 3,940,000 

100.0 


Sum of Groups 1 and 2: 




a. Controlled by holding or managing 




companies. 

$341,085,000 

65.1 


b. Independently operated. 

155,610,000 

29.7 


c. Municipal establishments. 

27,245,000 

5*2 


Grand total . 

$523,940,000 

100.0 



•Data submitted by the statistical department of the American Gas Association. 


organizations is usual in both the gas and electrical industries. 56 Refer¬ 
ring again to the data in the accompanying table, it will be noted that 
sixty-five per cent of the total revenue of the manufactured gas industry 
was received by operating companies controlled by holding corporations. 
Moreover, practically all of these holding company organizations include 


"Ibid. 

Year 

1927 

1922 

1917 

19x2 

1907 

1902 

"This matter 


Number of composite 
establishments 
711 
1192 
14 37 
1450 
1335 
1040 

discussed briefly in Chap. III. 


Total revenue of composite 
establishments 
$ 1,244.465,086 
490,801,648 

197,843,334 

127,380,872 

60,408,072 

34,379,763 
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both gas and electric units in their properties. 67 In Massachusetts, the 
electric business is carried on by seven large systems, there being only 
eight private independent companies remaining. Of these seven systems, 
five also are numbered among the seven large systems • controlling gas 
production and distribution. 58 The Western Massachusetts group also 
produces a small amount of gas. Such are the circumstances in a state 
that has not encouraged common control of gas and electrical properties. 59 

The rapid expansion of the natural gas industry in recent years has 
stimulated the use of gas and has been offered as additional evidence 
that the market for fuels is highly competitive. 60 Efforts to spread the 
use of natural gas have been strenuously opposed by those who have vest¬ 
ed interests in manufactured gas and who are concerned, therefore, to 
ward off the threat of displacement by the cheaper and richer fuel. Even 
the protective obstructions which develop out of this situation have been 
referred to as the “competition” that natural gas encounters. The natural 
gas industry is itself organized on a complex monopolistic basis centering 
around the control of the pipe lines by a few dominant companies. 61 
Moreover, the corporate systems exploiting natural gas have financial 
interests in manufactured gas companies and in gas distributing systems, 
and they are interrelated through holding companies with the same com¬ 
munity of interests that dominates substantially the electric light and 
power industry. Recognizing the essentially monpolistic nature of these 
intercorporate arrangements, the Federal Trade Commission has rec¬ 
ommended the separation of the gas and electric industries. 62 

Regardless of whether the specific aim in combining gas and electrical 
utilities has been to obtain the profits which result from pooling the earn¬ 
ings of classes of service some of which have poor and some good net 
returns, 63 to achieve economies in joint operation 64 or to eliminate com- 


8T Field, Kenneth, “Composite Public Utility Companies: Some Causes and Effects on 
Public Utility Holding Corporation Systems,'* Journal of Land and Public Utility Economics, 
Vol. 6 (1930), p. 7 4* 

••Commonwealth of Massachusetts, Report of the Special Commission on the Control and 
Conduct of Public Utilities, March, 1930, pp. 20, 22. 


Systems in Order of Volume of 
Retail Electric Business: 

a. Edison Elec. Ilium. Co. 

b. New England Power Assoc. 

c. Western Mass. Companies 

d. Tenney Properties 

e. Mass. Utilities Assoc. 

f. Assoc. G. ft E. System 
ft. Stone & Webster 


Systems in Order of Volume of 
Retail Gas Business: 

a. Eastern Gas ft Fuel Assoc. 

b. Tenney Properties 

c. Assoc. G. ft E. System 

d. Mass. Utilities Assoc. 

e. Stone ft Webster 

f. New England Power Assoc. 

g. Western Mass. Companies 


-Ibid., p. 15. 

••Federal Trade Commission, Utility Corporations, Part 84A, Economic, Corporate. 
mg, and Financial Phases of the Natural-Gas-Producing, Pipe-Line, and Utility Ina 


ating, _ _ . .. _ w , 

with Conclusions and Recommendations, 1936, pp. 47 , 50, 145, 254. 
-Ibid., pp. 582-610. 

—Ibid., p. 617. 

"Field, Kenneth, loc. cit„ p. 


Oper- 
IndUstries, 


77 . 


oper 


••The possible savings are not limited to economy of overhead expense by the joint 
ration of enterprises which require similar types of organization. “Well-conceived co-opera- 


papers submitted that the problem of joint operation is no longer restricted to the load balance 
between two hydro plants with a Stream flow Varying according to the season, between load 
remote and local power stations or older peak-load and modem base load steam power plants, 
but also extends to the large, areas and even the combination of gas and electricity works for 
the supply of energy on the broadest basis. 
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petition, 6 ® the effect in one respect is the same. Competition between 
the two public utility services exists only in name when common contol 
has been achieved. 

If the opinion of some of the gas men is representative of the facts, 
composite operation has resulted in a neglected and deteriorated gas 
service, because chief attention has been centered on the electrical branch 
of the business. 66 Lack of attention to the advancement of gas utilization 
has been noticeable particularly in the market for heat where, despite 
the fact that gas is usually the more economical heat treatment, electricity 
has succeeded in gaining a substantial foothold. Neither has gas made a 
record in its battle with the crude fuels for the heating business that 
compares with the advance made by the electrical industry in the realm 
of power. 

The superior progressiveness in the field of electricity is denoted by 
the greater devotion to research in that phase of public utility service. 
Constant refinement in technology, for example, in the improvement of 
generating units, with consequent lowering of the cost of service, has 
been one result. The electrical industry has made notable progress also in 
the development of cheap and efficient appliances for both domestic and 
industrial use. In this, the central station industry has benefited material¬ 
ly from its contacts with progressive manufacturing organizations like 
General Electric and Westinghouse, which have been engaged in pro¬ 
viding the requirements for advancement in production and utilization 
technique. The gas industry has not been supported by a correspondingly 
strong equipment manufacturing organization whose energy was con¬ 
centrated on laying the groundwork for a great industry. The gas in¬ 
dustry has not possessed the spectacular or romantic appeal which has 
characterized the electrical industry, and so it has failed to attract a com¬ 
parable share either of business enterprise or engineering talent, until 
recently when natural gas has been a rousing force. 

It has even been asserted in some quarters that electricity eventually 
will displace gas entirely as a source of energy. It is pointed out that in 
that event a considerable saving will result, due to the need for only one 
system of production, distribution, and transmission and to the avoid¬ 
ance of a double installation on the customer's premises. In fact, this 
train of thought can be detected in the sales and rate policies of electrical 


“In areas in which electricity supply is chiefly derived from coal, increasing importance 
attaches to tne question of whether the combination of electricity and gas works, either only m 
regard to the generating plant on a mutual heat economy basis or with regard to the entire 
system including generation, distribution, and sale of power, allows of tangible > economic ad¬ 
vantages in the sense of an increase and improvement in the total power market being expected. 
“Trend of Development," Transactions of the World Power Conference, ipjo, Vol. 11, Sec. 17, 
p. 3x0. 

•Federal Trade Commission, Supply of Electrical Equipment and Competitive Conditions, 

Light and Railway Company (Mont.) P.U.R. ipaoD, 717; Hodge, W. H., 
“Selling Gas Against Modern Competition," American Gas Association. Monthly, Vol. is (1930), 
504; Addison, S. G., “Peterson Explains the Need of Competition in Selling,’ American Gas 
\gintering Journal, Vol. xxa (ipso), p. 89. 
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utilities at the present time, especially with regard to the heating load. 87 
The salesmen of electrical heat have been wont, when approaching a 
potential heat customer, to present the cost of the service on an added 
^business basis. In other words, the cost per kilowatt-hour used by the 
customer for heat applications has been figured entirely on the lowest step 
in the rate applicable to the customer, usually a charge for energy only. 
The other parts of the customer's total load, viz., lighting and power, then 
carry all of the burden of the demand and customer charges. The cus¬ 
tomer by confining himself to electricity avoids a double installation and 
the payment of a demand and customer charge on both of them. From 
the viewpoint of the central station, the competitive heating business 
has been considered profitable if it bears little more than the cost of gen¬ 
eration only, without regard for costs of transmission and distribution, 
practically all of which must be sustained anyway in order to render light 
and power service. 88 The urge to develop the heating load is accentu¬ 
ated in those cases where it would be off-peak business. 80 

The defensibility of the cost allocation involved in the above policy 
is not of primary interest here. Ultimately the issue is that of balancing 
the saving which is realized from the elimination of the gas system and 
the customer's installations against the saving that results from the use 
of the technologically more economical heat agent—gas. 

Where the need for heat is not great in amount, it is reasonable to 
believe that the odds may favor the existing electrical installation as the 
source of energy when a crude fuel is being abandoned. As rates are 
now formulated, the additional energy would cost the user comparatively 
little. Moreover, it is improbable that gas utilization ever will make ap¬ 
preciable headway in rural or other sparsely settled areas. It is conceiv¬ 
able that the gas industry may even be doomed in very small villages and 
towns by the advance of electrical efficiency and because of the limits 
to the potential demand for energy of any sort. These exceptions taken 
into account, there seems to be no reason to sound the death knell for the 
gas industry, provided that it is fully alive to its opportunities. It is 
questionable whether the cost of a duplicate installation looms large in 
comparison with the natural advantages of gas as a heat treatment. 

The point that is of direct significance in this discussion is whether 
the gas-versus-electricity issue can be settled conclusively as long as the 
two are, in the main, jointly controlled. The monopoly which includes 


^Mjller^W.J.,^ "Report of^ Competitive Fuels Committee/* Proceedings of the American 
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Gas Association, 19*8, p, 
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760; Chubb, C. N., “Gas versus Electricity," The Gas Age, Vol. 41 
What Price Surplus Energy?** Electrical World, Vol. 95 (1930), 


p. 935. 

_ . . . . from the viewpoint of the central station, electric heating load should be classi¬ 

fied as a load of exceptional character. It quite often is of a continuous nature, comes op during 
the off-peak period,, and maintains a high power factor. Furthermore, it shows a much greater 
consumption per kilowatt connected and. subsequently, a greater return on plant investment 
than the ordinary power load.” Ricker, B. M, “Industrial Electric Heat," N. E. L. A. Bulletin, 
Vol. 1 6 (1939), p. a%7. 
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both industries now is little concerned with the social problem of which 
service is more economical of natural resources in a given circumstance 
in terms of energy units and results obtained. Since the public utilities 
have no vital interest in the matter, they can be expected to take a neutral 
attitude and let uninformed public opinion decide for itself unless the 
latter policy interferes with profits. 

If it be true that gas and electricity are natural competitors in a con¬ 
siderable part of the range of their respective uses, the public cannot 
reap the benefit of that situation under the present ownership set-up. 
On the other hand, if the two are not inherently competitive, there still is 
to be determined definitely the field of best adaptation for each of them. 
The present subservience of the two types of energy to the same control 
thwarts that aim also. It may be true that the economies from the joint 
operation of the essentially similar types of business enterprise are great; 
but perhaps the consuming public could bear that loss if it were to gain 
the advantage of knowing what the fundamental marketing relationship 
between these two services really is. 

Even though a lively rivalry exists between the jointly-operated or 
jointly-owned utilities, the race will be a demonstration of initiative and 
progressiveness in salesmanship rather than of price or rate competition. 
The essence of competition is absent, since there is no independence of 
action. There is competition only in the sense that inter-departmental 
rivalry is competition. However, it is scarcely logical to give price-de¬ 
termining force to the “competition” of a music store with itself in selling 
both radios and phonographs, or of the Standard Oil Companies in selling 
both gasoline and kerosene. The electrical and gas industries are in a 
similar position to the extent that their policies are subject to the same 
final authority. 

Conclusions on Competition from Substitutes 

The claim that competition by substitution is so all-pervasive in the 
public utility industries as to afford a basis for rate control cannot be 
substantiated. Permitting complete initiative in rate making to manage¬ 
ment, and consequent charging on a traffic-will-bear-basis, cannot be 
regarded as more than a simple but socially impracticable remedy for 
present regulatory ills and an unconditional surrender to the dogma that 
efficient and energetic management can exist only where there is no re¬ 
straint on freedom of action and on profits. 

. That part of public utility service which is furnished to large indus¬ 
trial plants meets a fairly high degree of competition from alternative 
sources of fuel and power. But even this statement is subject to modifi¬ 
cation, for past experience indicates the gradual ascendancy of central 
station electric power; and it is likely that the impression of the highly 
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competitive nature of the industrial power business is gained from an 
overemphasis of those comparatively exceptional situations where special 
circumstances make the cost of generating electricity in conjunction with 
industrial processes unusually low. The impression that all power bus¬ 
iness is within the potential market for central station service also leads 
to confusion as to what the term competition encompasses. In cases 
where a rival process has proved its superiority over a public utility ser¬ 
vice, there exists, not an example of competition, but of its extinction, 
although an opportunistic and discriminating rate policy may furnish 
the earmarks of close and strenuous competition. A more consistent and 
uniform rate policy with less rate shading on a preferential basis would 
undoubtedly bring to an end much of what now passes for competition 
among various methods of energy supply and application. 

The inconvenience and the cost of conversion from one source of 
heat or power to another due to the need for expensive equipment of a 
specialized nature is a real obstacle to free competition, not only in serv¬ 
ing industrial consumers of utility service, but every other class as well. 
Moreover, it should not be overlooked that whereas in the first instance 
a public utility may experience the restraining influence of expensive in¬ 
vestment in its campaign to introduce widespread use of its service, even 
when rates and the character of the service may be such as to suggest 
the economy of that procedure, the circumstances are the same in the 
other direction, so that the transition once made, the public utility has 
gained a monopoly advantage in the same manner, by virtue of the dis¬ 
inclination of the consumer to discard expensive and specialized 
equipment. 

The power of substitution is active within closer limits of price range 
in the industrial power and heating service than in the other classes, be¬ 
cause the alternatives are more equivalent, both cost and quality of ser¬ 
vice considered. Nevertheless, in industrial heating, and in communica¬ 
tions and transportation too, a differentiation of economic function be¬ 
tween the apparently competing services is manifest. In transportation 
and communications, the recognition that each type of service has a 
special province for which its properties particularly adapt it has resulted 
in the demand for the elimination of competition and the institution of 
a policy of co-ordinated control. Gas and electricity are suited for heat 
processes of a refined sort, but their cost, compared to that of the crude 
fuels, makes their universal application wherever heat is required ex¬ 
tremely uneconomic. A brief for the competition of gas and electricity 
with each other would carry some weight were it not for the fact that the 
two industries are subject to a single control. It it were not for the joint 
control, a period of lively competition might lead eventually to the dem- 
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onstrated superiority of one or the other of them in many of their present 
uses. It is possible that a more positive differentiation of function might 
assert itself. Certainly, at any rate, there is a discernible tendency to¬ 
wards a differentiation of use between the crude fuels and the public 
utility services. 

The presumption of strong competition in the rendering of public util¬ 
ity services is a result of the failure to realize that to a considerable ex¬ 
tent the existing struggle of several products and services for the market 
is a manifestation of a period of transition. The electric light displaced 
the gas light and the automobile the horse, and there is evidence of a 
repetition of those experiences in the rendering of many public utility 
services. Such struggles are often bitter, but their impermanence makes 
it impracticable to base rate control on competition between substitutes. 

The elasticity of the demand, which is due in part to possibilities for 
substitution, imposes a limit to the price that a monopolist can charge 
and still realize the maximum net profit. It is no new discovery that a 
public utility monopolist is prevented, because of the availability of 
substitutes, from charging as much as he would otherwise be disposed 
to do. Nor is a new economic doctrine invented when it is observed that 
in a monopolized industry wherein decreasing costs operate with special 
force and low rates greatly encourage increased use, the attainment of 
maximum profit will especially suggest the wisdom of imposing low rates 
yielding a small unit profit. 

But it is a very different proposition that monopoly price in the case 
of a public utility exempt from competition with a like service will at 
once realize maximum profit and maximum use. Stated differently, there 
is no basis for the assumption that an unregulated determination of public 
utility rates will lead to charges that yield to the monopolist a return 
which covers all legitimate and necessary costs and no more. The sub¬ 
stitutes are not, for the most part, sufficiently equivalent to the public 
utility service to be competent to effect cost price and adequate service. 

It is true that in the event of charging what the traffic will bear the 
large users of public utility service would receive ample protection in 
some cases by virtue of the threat of substitution. But those who have 
no substitute which is interchangeable on approximately even terms are 
in the majority; and practically all domestic users are in the latter class. 
Household uses for public utility services can be characterized as com¬ 
petitive with alternative products and services only in those cases where 
the relative costs balanced against the relative qualities of the service 
strike an approximate equation, and where the consumers under con¬ 
sideration may be presumed to have the financial ability to choose the 
superior service. 
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Moreover, when part of the business is competitive and a part is not, 
the need for government regulation is as imperative as though monopoly 
were co-extensive with the entire service, for discrimination thrives in 
that kind of an environment. It is possible that the monopolist will be un¬ 
duly conciliatory in his bargaining with the former, secure in the knowl¬ 
edge that the latter can be forced to bear a proportionately heavier bur¬ 
den. Especially is discrimination likely to occur in view of the modern 
rate-making practice of charging high rates for a minimum of use to 
cover all or most of the fixed costs incident to the rendering of service. 
This device, entirely reasonable when used properly, makes it possible 
for the public utility to charge a high monopoly rate for initial necessary 
uses, while encouraging the more elastic luxury uses with an inviting 
promotional rate. Accordingly, with the extension of use of utility ser¬ 
vices to more and more people who are dependent on a minimum amount, 
at least, of the service, the need will be for more and not less regulation 
in those industries where direct competition has been given both legal 
and economic disapproval. In this vein, the following chapter is a survey 
of rate-making practice, with particular reference to the part that com¬ 
petition plays in rate determination. 



Chapter VIII 


COMPETITION AS A FACTOR IN 
PUBLIC UTILITY RATE MAKING 


Equitable Rates 

The chief problem in public utility rate regulation, apart from the 
limitation of the profits of the enterprise considered as a unit, is to es¬ 
tablish equitable rate relationships and to apportion fairly among the con¬ 
sumers the inseparable costs which are not strictly allocable to particu¬ 
lar units of service. 1 The issue is whether rates should be formulated ac¬ 
cording to some notion as to the value of the service, 2 or whether cost 
allocation can and should be perfected to the end that each user will pay 
no more and no less than the actual cost of rendering him service. 

The determination of the proper limitation of differentiation in rates, 
aside from the variations attributable solely to variations in the cost of 
rendering service, raises the question to what extent joint costs are 
present in providing public utility services. It has generally been accepted 
in economic theory that when two or more commodities or services can 
be provided at less expense by producing them together rather than 
singly—not as a consequence of any economies of large scale production 
but because the two or more economic goods have a common productive 
origin—they are joint products, and the theory of price determination 
under conditions of joint costs will prevail. The proposition is stated 
differently, but with the same significance, when it is declared that when 
two or more goods or services are the joint result of a single productive 
process, so that one of them cannot be supplied without facilitating the 
provision of the other, they are furnished under conditions of joint cost. 
Thus, cotton and cotton seed, wool and mutton, beef and leather, and 
kerosene and gasoline generally have been designated joint products. 
Under such conditions, the price of the single products cannot be de¬ 
termined by reference to their individual costs of production; and the 
costs that are joint will be apportioned in an unregulated market among 
the associated products in proportion to their respective demand 
schedules. 

There has been no general agreement as to what particular types of 
economic enterprise successfully meet the above conditions of joint 


*The discussion in this chapter is centered primarily on rates for electric service. Data 
are more available than for the other types of public utility enterprise, and rate strategy has 
attained the highest stage of finesse in tne electric light and power industry. However, many 
of the conditions and policies described apply to the other public utility industries. 

*The meaning of the term “value of service” will be discussed presently. It will suffice here 
to say that competition in the form of substitute services has been an important ingredient in the 
somewhat nebulous “value of service” concept. Cf. Wyman, Bruce, Control of the Market , 
p. soy. 
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cost production. Particularly, there has been a lively controversy relative 
to the legitimacy of applying joint cost pricing principles in the form¬ 
ulation of railroad rates. Professor Taussig is representative of a group 
who would give the principle of joint cost wide application. In the 
opinion of this group, “whenever a very large fixed plant is used, not 
for a single purpose, but for varied purposes, the influence of joint cost 
asserts itself." 8 From this point of view, it has been contended that the 
phenomenon of joint cost is dominant in railroad operation. The same 
reasoning, presumably, applies to rate making for the local public utilities 
with which the present study is concerned. This proposition has been 
criticized by, among others, Professor A. C. Pigou. 4 He believes that 
the existence of differential rates in the railroad industry is due to the 
price policy of a discriminating monopoly rather than to the presence of 
joint cost. 

The disagreement is focussed on the question of whether or not public 
utilities offer one homogeneous service or a number of essentially distinct 
services, warrantably called joint services. Professor Taussig has stated 
that it is true that in one sense railways supply a homogeneous service— 
transport: “but I submit that they do not supply commodities and ser¬ 
vices which are homogeneous in the sense important for the purpose in 
hand—namely, as regards the conditions of demand .... They have 
differing demand schedules, and for that reason present the peculiarities 
resulting from joint supply." 5 Pigou objects to the proposition that dif¬ 
ferent demand schedules introduce an essential heterogeneity of service 
which warrants the label of joint costs. 6 

It is doubtful whether the disagreement as to homogeneity can lead to 
anything except a logical impasse. When any two or more services are 
being considered, it is always possible to find some differences among 
them which can be used as a basis for distinction. If the concept of joint 
cost is to retain any special meaning at all, it is wise not to extend its 
scope to include all or most costs which generally have been entitled 


•Taussig. F. W.. "Principles of Economics/’ Vol. i, p. asx. Cf. Haney, L. H. v “Joint 
Costs With Especial Regard to Railways/’ Quarterly Journal of Economics, Vol. 30 (1015**6), 
pp. 333, 338-340. The latter writer says that if the expense is to be classed as joint, ‘‘the ex¬ 
pense concerned must be necessary to the existence of each and every one of the different 
utilities. Unless the expense is incurred, no one of the utilities could be brought into existence 
.... This seems to the writer the better way of putting the idea that to be joint the one 
product must be a necessary result of the production of the other/' 

•See the controversy between Pigou and Taussig in the Quarterly Journal of Economics, 
Vol. 27 (X913-XOX3), PP. 37S, 535 * and 687. Cf. Pigou, A. C., TThe Special Problem of Railway 
Rates/’ Chap. XV in The Economics of Welfare, pp. 356, 282. 

•Taussig, F. W., “Railway Rates and Joint Cost Once More/' Quarterly Journal of Eco¬ 
nomics. Vol. 27 (19x3-19x3), pp. 378, 381. 

•“The proposition that the transport of copper and the transport of coal are joint products 
can, I think, easily be shown not to follow even if the general thesis, upon which Professor 
Taussig bases it, is accepted. For, this writer himself admits that the use of a very large 
fixed plant for varied purposes is essential to the operation of joint cost. ... A sufficient 
answer to his thesis, therefore, is to observe that the carriage of tons of different things from 
A to B is a single homogeneous commodity, on precisely the same footing as plain cotton cloth. 
The fact that some ‘carrying of tons’ is sold to copper merchants and some to coal merchants 
does not imply that two different services are being provided, any more than the fact that some 
plain cotton cloth is sold in England and some is sold abroad Implies that two different com¬ 
modities are being provided/' Pigou, A. C., Wealth and Welfare , pp. 316-317. 
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“overhead costs/' 7 To quote Professor Pigou again, “The conjunction 
of large common supplementary costs with separation between the 
markets to which they are supplied does not make railway services joint 
products in this—the only significant sense. In order that they may be 
joint products, it is further necessary, not merely that additional invest¬ 
ment in plant and so on may be used alternately to facilitate the supply 
to either market, but that such additional investment cannot be used 
to facilitate the supply to one market without facilitating the supply to 
the other." 8 This statement is a derivation from the familiar principle 
that all customers served under the same conditions should be treated 
alike. But it remains to decide what is meant by “same conditions" and 
what kinds and degrees of dissimilarity may be reflected in rates. Dif¬ 
ficulty often is encountered in defining a commodity precisely for eco¬ 
nomic purposes. It is far more difficult to define a service, since the 
possibilities of small differences are very great. Interpreted broadly 
enough, two buyers with unlike demands can be said to be served under 
dissimilar conditions. The issue is whether the test of the same or dis¬ 
similar conditions should apply to variations in demand or only to condi¬ 
tions of supply. If the former is included, joint cost ceases to be a 
concept of limited applicability, all overhead costs are merged with joint 
cost, and discriminatory pricing is given an entirely free field in which 
to operate. 

The particular problem in this part of the study is to decide to what 
extent differentiation may be employed in public utility rate making. 
The insistence that public utilities are joint cost industries has usually 
been predicated on the need for the most complete utilization of existing 
productive facilities.® In public utility operation the desirability of com¬ 
plete utilization is the fundamental issue in the argument for differential 
rates. Whether an electrical utility or a gas company furnishes what mayi 
properly be termed joint services in a strict sense appears to be somewhat} 
less relevant. 

As a matter of fact, some who deny that joint cost is typical of the 
railroad and public utility businesses as a whole, grant that in some cir- 

T See Clark, J, M., Economics of Overhead Costs, p. 58. Cf. Kreps, T. J., “Joint Costs, in 
the Chemical Industry/* Quarterly Journal of Economics, Vol. 44 (1929), p. 416. A distinction 
between joint cost ana overhead cost offered by Mr. Kreps (p. 418) is as follows: “Articles will 
be considered joint-cost products only when a variation in the facilities for putting out one 
product or one set of products necessarily brings about a variation in the same direction— 
somewhat so, though not necessarily in any definite ratio—in the facilities for putting out 
another product or another set of products. The two products when technically homogeneous 
must not have access to the same set of customers. If technically differentiated, they must not 
be substitutes. The most important effect of the presence of joint costs is the unavoidable, 
direct and perpetual interdependence of respective volumes produced and prices of the com¬ 
modities in which the facilities are utilized.** On p. 457: “If the products are rival products— 
that is, if by increasing the facilities for producing one of them .... the facilities for pro¬ 
ducing the other are decreased, or not changed at all—then merely overhead costs are present. 
If. however, by increasing the facilities for producing the one, the facilities for producing the 
other are unavoidably increased somewhat, then joint costs are present.** 

•Pigou. A. C., Economics of Welfare , p. 264. 

•Taussig, F. W., “A Contribution to the Theory of Railway Rates,** Quarterly Journal of 
Economics, vol. 5 (1890-91) p. 438; Haney, L. H., op. cit., p. 238. 
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cumstances the situation is so closely akin to strict physical jointness of 
production that no great amount of violence is done to the concept of 
joint cost if it is extended to include public utility service. S pecificall y, 
it is granted that wh en electrical or transportation service is offered to 
different persons at different times all of the essential conditions of joint 
cost production are present. 10 

The fact that some electric, telephone, street car, or gas service is 
demanded at night and some during the day and the additional fact that 
it is desirable to have an even load may warrant the practice of differ¬ 
ential charging where the latter is necessary in order to get the business. 
There is advantage in discussing the desirability of differential rates from 
the standpoint of need for balanced load, or heavy utilitization, which is 
the vital thing. To discuss the matter in terms of joint cost is apt to 
imply that differential charging can be condoned only in those special 
cases where railroad or public utility service meet the essential require¬ 
ments of joint cost production as defined above. 11 

If effect on cost is accepted as the sole criterion, th e justification o f 
di fferential rates for public service depends on wh ether or not the diffe r- 
entiation promotes more co mplete u tilTzatior^Texisting f acilities. 12 If the 
acc^tance^of^a given class of business results IrTbetter utilization, it means 
that unit cost has been lowered, and the differentiation principle is vindi¬ 
cated, at least on the basis of short-run cost calculations. There is a 
special premium on maximum utilization of facilities in public utility 
enterprises because of the fact that fixed costs are particularly dominant. 13 
It has been estimated that thirty-five to forty per cent of the total invest¬ 
ment in a central station project is in the generating plant, and that 
another thirty-five to forty per cent is in transmission and distribution 
equipment. 14 Consequently, there is a strong incentive to attract all 
possible business which will improve the percentage of utilization and 
increase the fixed capital turnover. 

When a public utility service is demanded at different times by differ¬ 
ent consumers, therefore, the granting of inducement rates when neces¬ 
sary in order to attract load-balancing business otherwise unobtainable 


*°“It must be noticed, however, that the argument of the text (that transport in general 
is not a case of Joint cost) is not applicable to the case of one sort of thing produced at two 
different times. Insofar as the service of carrying passengers is mainly required by clay, while 
the service of carrying goods is mainly required by night, the day service and the night service 


true, ox course, ox icicpnunc or icicktujto service, snu umvk-jixui service is scsnowieuscu w w 

a true case of joint cost. Pigou, A. C., Wealth and Welfare, p. si6, and Economics of Welfare, 
p. *66. Cf. Clark, J. M., Economics of Overhead Cost, pp. 80-81, iox. 

“In fact, it has been contended by Professor Pigou that unless a clear case can be made 
for the presence of joint costs, the rates for all service should be uniform, Allowances being 
made for legitimate differences in cost. Pigou, A. C., Economics of Welfare, pp. *77-28*. 

“Watkins. G. P., Electrical Rates, p. 191. “The economic foundation for differential rates 
is the desirability of more fully utilizing a fixed-capital investment through the granting of 
specially low rates to business that can only be so obtained. 11 

"Sufira, Chap. III. 

“Jones. G. H., “Effect of Load Factor on the Cost of Production and Methods of Im¬ 
proving the Load Factor/* Transactions of the World Power Conference, 1930, Vol. 15, pp. 3, 5- 
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may be justified. In other words, there is no necessary inequity in the 
principle of charging low rates for off-peak service, and it is irrelevant 
whether such differential charging is based on an appeal to joint cost 
pricing. The existence of unutilized capacity which can be used without 
adding proportionately to cost is the pertinent consideration. 

It is when the attempt is made to defend differentiation in favor of 
other than clearly off-peak service that the problem becomes delicate. 
First of all, there is to be considered the fact that increased business in 
public utility operation admits of economies of large-scale production to 
a limited extent whether the added business is peak or off-peak. More¬ 
over, an increase in the amount of service rendered may require addition¬ 
al fixed investment only in some part of the entire plant. Larger gener¬ 
ating units may be required, but perhaps in a given case the existing 
labor force and transmission facilities are sufficient to handle the added 
business. That is, additional production may contribute to the peak of one 
part of the system, but not entail any additional expense in other respects. 
The error is liable to be made of confining the off-peak problem to tech¬ 
nical production, or generation merely, whereas intensification of service 
within a given area, i. e., improvement of the density factor, is also im¬ 
portant. The distinction between peak service and off-peak service for 
rate purposes is apt to become a complicated matter. What is off-peak 
business at the time of its original assumption may develop into the peak 
demand later on. 

Some costs are proportional to time rather than use. Other costs are 
traceable partly to use but also partially to time. It is scarcely correct 
to consider costs which accrue with the passage of time as separable or 
applicable to any particular quantity of product or service. Fixed capital 
costs, obsolescence, and some forms of maintenance are proportional to 
time and not to use, and therefore are incapable of being allocated as 
costs of rendering any particular units of service. There are some cir¬ 
cumstances, then, in which any increase of business is a gain, as, for ex¬ 
ample, when it is impossible to attain a favorable degree of utilization by 
serving only one type of user. Then, if additional classes and revenue 
can be obtained in no other way, it is not only profitable but may be eco¬ 
nomical of resources to offer preferential rates. 

The above statements, unless modified, imply too strong a case for 
differential charging over a wide range. It has been maintained by one 
writer that incomplete utilization resulting from a uniform rate policy 
is a temporary and abnormal situation, found only in the early develop¬ 
mental period of a public utility enterprise when decreasing cost, accom¬ 
panied by an elastic demand, is operating strongly. 15 It is concluded by 

“Pigou, A. C„ Economics of Welfare, pp. 273-278. 
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another writer that there is no justification for differentiation unless/ the 
possibilities of decreasing cost are almost unlimited, and he considers that 
to be extremely unlikely. 16 Unless surplus capacity and incomplete utili¬ 
zation are chronic and inescapable with a simple rate structure, the use 
of differentiation on a broad scale cannot be justified by an appeal to cost. 
Public utility enterprises should not be permitted to adapt their rate 
policy to the coverage of excess facilities provided for in- advance of 
need, and regulatory bodies properly have condemned this practice. 17 
Present customers should not be expected to contribute revenue to sup¬ 
port extravagant capital expenditures, even though the demand of some 
of them may be strong enough to make such charges possible. There is 
also the question whether, in such a case, new business obtained under 
these circumstances should be offered extremely low rates on the theory 
that the increment costs are slight. It may be granted that it is better 
that the facilities be used if there is any possibility of it; but there is 
danger in the policy if too short a view is taken. If an enterprise calcu¬ 
lates its minimum rate in a differential structure solely on short-run con¬ 
siderations, it may invite embarrassing peaks and attract a large amount 
of business which is unremunerative in the longer run. The eventual 
result is an historical rate structure with rate relationships which cannot 
be justified, and yet it may not be easy later on to change the rates. 
Hence, a poorly planned expansion policy may provoke discriminatory 
excesses. A crude increment cost rate technique degenerates into the 
practice of soliciting low value competitive business without disturbing 
the rates of those who can be made to pay more. That part of the ser¬ 
vice which is sold in a monopolistic market will be burdened with most 
of the fixed costs and will contribute in addition whatever monopoly 
profit the situation may afford. 

The increment cost theory, which may lead to extreme differential 
charging, is related to the peak responsibility theory. Both may be applied 
in such a way as to disregard diversity. Diversity refers to the fact that 
some customers use the plant at one time and some at another. Since 
total demand is not simultaneous, the greater the diversity, the smaller 
the plant necessary to handle any given amount of business, and the bet¬ 
ter the plant load factor. Because diversity results from the mutual use 
of the same facilities by customers at different times, the savings re- 


Vol "Composite Demand and Joint Supply," Quarterly Journal of Economics, 

l^rhe 9 commissions and courts have balked, and rightly so, when it has been proposed to 
make rates coyer the investment in plants built far in excess of need. San Diego Land and 
Town Company r. Jasper (U. S. Sup. Ct.) 189 U. S. 4319. 446; Re Campbell Brothers Water 
Company (Idaho) P.UJfc. 193xC. 330; Re Great Western Rower Company (Cal.) P.U.R. loaiS* 
198, ao8; Re Los Altos Water Company (CaU P.U.R. 19sxD, 535- CL Ruggles, C. O., "Prob¬ 
lems of Public Utility Rate Regulation and Pair Return," Journal of Political Economy, Vol. 

Bye, R. T., "Composite Demand and Joint Supply in Relation to Public 

and a criticism of the 
706. 
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suiting therefrom cannot be said to belong to either the company or to 
one group of customers rather than another. If the company retains for 
itself the cost reductions attributable to diversity, the effect is to charge 
for the same facilities repeatedly, and extra profits result. 18 Or the 
company may distribute the result of diversity unevenly by offering low 
rates to attract competitive business while withholding any benefits of 
diversity in rates charged those whose service is rendered under monopo¬ 
listic conditions. Used in this way, manipulation of the diversity concept 
becomes a significant factor in the discriminatory, profit-seeking policy 
of a public utility company. 

The need for differentiation is apt to be greatest when an enterprise 
is young; and as utilization factors improve, the practice of rate differen¬ 
tiation should be more circumscribed.^In order to avoid giving an erron¬ 
eous impression, it is repeated that rate differentiation gets its chief 
justification when the issue is clearly between peak and off-peak service. 
To put the matter even more strongly, all attempts to practice differentia¬ 
tion under any other circumstances ought to be scrutinized carefully, in 
order to assure that the added business really does result in more com¬ 
plete utilization with declining costs as a result. And whatever gains may 
be derived from a differential policy should be reflected in lower rates to 
all customers; otherwise the policy results in monopoly profits from 
discrimination. 

The fact that a public utility operates under monopoly, extending over 
a considerable part of its market at least, thus introduces another com¬ 
plicating factor into the problem of ascertaining the proper limits of dif¬ 
ferentiation in rate making. In the case of a public utility service, the 
portion of the total supply devoted to each class of demand is within the 
control of the seller, by virtue of the fact that the monopolistic operator, 
subject to some regulatory control, determines the rates which are offered 
to each class of customers. Kilowatt-hours of electricity are alike, wheth¬ 
er sold to a factory or a housewife; and while it is not possible for the 
manager of a central station or a gas enterprise to sell all of his service 
to any one class, assuming a high degree of utilization of investment, he 
does have extensive control over the rationing of the total output. Unless 
restricted, the public utility operator will apportion his total supply among 
the various users through rate policy so as to realize for himself the 
greatest net profit. The way is opened for discrimination between uses 
and users on a grand scale. There is then the possibility that inferior 
uses will be satisfied while those of greater social importance will either 
not be recognized at all or will be served only at higher rates. 


“Nevertheless the benefit of diversity sometimes is openly claimed as a right of the 
public utility company. See Ferguson, L. A., “Effect of Maximum Demand on Rate Malang, . 
included in a monograph entitled The Development of Scientific Rates for Electricity Supply, 
The Edison Illuminating Company of Detroit, 1915, pp. 117, 125. 
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A nice question is raised when it is sought to determine whether a 
differential rate policy, aside from differences in the cost of service, in 
any given case is attributable to the economic desirability of full utiliza¬ 
tion or to the power of a monopolist seeking to extract from the market 
all the profit it will yield. It is the existence of monopoly which provides 
the power to charge on a traffic-will-bear basis. Monopoly may be in 
itself a sufficient cause of discrimination, and if monopoly is unregulated 
or imperfectly controlled it is to be expected that the aim to obtain 
monopoly profits will outweigh desire for complete utilization as the 
reason for rate discrimination between consumers . 19 

Some writers have judged the propriety of differentiated rates by the 
test of whether or not differentiation could occur under competitive con¬ 
ditions. The assumption is that what would happen under competition 
is what ought to be . 20 The present writer is unable to see why the fact 
that differentiation would be impossible under a regime of perfect com¬ 
petition is proof of the unfairness of such differentiation under monop¬ 
oly. When competition has been rejected as undesirable and monopoly 
accepted in its place, why should rates under an assumed competitive 
regime be a test of fair rates? The question of whether or not the dif¬ 
ferentiation promotes more complete utilization and therefore leads to 
lower unit cost is the relevant criterion. To show that the differentiatio n 
could not occur und er j:ompetition m a y prove on ly jr om another an gle 
tharjdmp ^tition in public u tility operat ion is unde sirable, because it is 
wa steful of res ources t hat rrughTbe exploited gconomically T 

It may be consistent^with theLjuitdic interest Tii_sam 
to differentiate Tor the purpose of nrhTfYnj^^lowqrjinit fmgts through 
lar ger vofame^ nd utilization^^Onye stment. If there is 

incomplete use oFTacillfiesT prudently built, and more complete utiliza¬ 
tion can be brought about by accepting additional business at lower rates, 
according to the traffic-will-bear policy, the practice is not necessarily to 
be condemned. The following reservations are fundamental, however. 
First, such rate concessions should be made only when the added business 
improves the utilization factors, thereby resulting in lower unit costs. 
Second, preferential rates should be offered only when that is necessary 
to get the business. Third, no business ever should be accepted at less 
than long-time increment cost. Fourth, the consumers who pay the higher 
rates should benefit from the lower average unit cost of production which 
results from the better utilization attendant upon the addition of the 
business which pays lower rates. Fifth, uneconomical competition be- 


*Cf. Watkins, G. P., Electrical Rates. 
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tween substitute goods and services, which arises when each of the 
respective sellers assumes that the whole market belongs to him must 
be prevented. In other words, rate differentiation should not be a device 
to enhance monopoly profit by discrimination, but should reduce rates 
all along the line and promote maximum service with economical use of 
resources. 

Above all, the public utility monopolist cannot be allowed a free hand 
in determining rate differentiation policies. It is not enough for regula¬ 
tory bodies to enforce a balance between total costs and total income. 
The rate relationship among the consumers must be controlled also. 
Detailed and accurate costing is therefore an indispensable requisite to 
the proper restriction of rate differentiation. 

The mere analysis of past costs, i. e., ordinary cost accounting, will 
not suffice, for the cost of service itself depends on the volume of ser¬ 
vice rendered. Moreover, differentiation can scarcely be controlled effec¬ 
tively unless the controlling bodies ascertain to what extent the recipients 
of special inducement rates must be favored in order to prevail on them 
to take the service. As a practical example, the commissions might very 
well not only investigate whether large power customers are being favored 
in rates, but also determine the need for the preferential treatment 
in charges levied. It is an interesting question whether large power users 
must be served on an increment-cost basis, or whether an efficient central 
station can charge them full rates, including average share of legitimate 
overhead costs, and still get the business in competition with isolated 
plants and alternative sources of energy. 

This is a large order for regulation, and it presumes a powerful, en¬ 
ergetic agency of control. A differential policy can be condoned to the 
extent that it results in the development of maximum service through 
the effect of an increasing volume of service in bringing about decreasing 
unit costs. The latter condition should be examined more thoroughly. 
Moreover, volume alone is not the only consideration, nor even the most 
important one. In terms of social policy, the allocation of the supply 
through rates is the important matter. With the aforementioned stand¬ 
ards in mind, the remainder of this chapter is concerned with an ap¬ 
praisal of rate practices and with regulatory control of public utility 
rates. 

Public Utility Rate Policies 

It is only within recent years that the public utilities have given any 
great amount of attention to rate making. Concentration on the develop¬ 
ment of production technique and the reduction of cost was long an out¬ 
standing characteristic of the local utilities .* 1 Realization of the necessity 

**Baylor, A. K., “New Uses for Power in Industry/* Public Service Management , Vol. 44 
(*9*8), p. 13$. 
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for intensive development of the market has resulted in an increased 
interest in the formation of rates designed to encourage greater use. Flat 
rates which penalize the small user, and straight-line meter rates which 
are burdensome to large users, are now considered obsolete and have 
been all but eliminated in the electric industry . 22 The step* rate and 
the block rate gave way to the so-called “scientific” rates. The term 
“scientific” is usually applied to the type of rate which aims to collect 
from each consumer the fixed cost of serving him as a separate 
charge apart from the energy or output charge which varies with the 
amount of the service used. As a matter of fact, the scientific rate is not 
so much a type or form of rate as it is the expression of a rate-making 
principle which aims ostensibly at least, to allocate to each customer his 
share of cost regardless of how much service actually is taken . 28 It is 
beyond the scope of this study to discuss the many types of rates used 
by the public utilities. The interest is in their purposes, not their specific 
form. 

Two-part and three-part rates have made greatest progress in con¬ 
nection with electrical service. The forms of rate which separate custom¬ 
er, demand, and energy charges meet a serious handicap in their applica¬ 
tion to the domestic branch of the service in that they are difficult to 
administer cheaply. Also, they are apt to confuse and antagonize the 
consumers by their complexity. The heterogeneity of rate forms and 
schedules is also a real handicap to regulation. But, on the other hand, 
there is equal danger in sudden changes in rates, apt as they are to result 
in instability and public misunderstanding. The gas industry followed 
the lead of the electrical utilities in the development of “scientific” rates . 24 

Scientific rates have not become general in the telephone industry. In 
this case, practical difficulties in measurement have been a deterring 
factor. The National Association of Railroad and Utilities Commission¬ 
ers favors the adoption of two-part telephone rates . 25 Much the same 
condition is found in the local transportation industry. The weight of 
tradition and the difficulty in finding a practicable form of ready-to- 
serve charge have been stumbling blocks in rate development. Zone rates, 
weekly passes, and the nickel permit, while successful in some cases, are 
scarcely beyond the experimental stage. In the local transportation in¬ 
dustry, it is quite apparent that rate experimentation has been concerned 
chiefly with devising means to meet competition rather than to provide 
rates which measure cost of service. It is interesting to notice, however, 


"Glieier, M. G., op, cit. p. 668; Electrical World, Vol. 95 (1930). p. 1336; Ryan, Paul, 
“Trend of Gaa Rate Structures/' American Gas Association Monthly, Vol. 12 (1930), p. 355. 

"It is perhaps unnecessary to state that there are limits to the practicability of minute 
cost analysis. An approximation to actual costs is. perhaps, all that can be expected from any 
rate in practice. But it is this very question of now far it is possible and feasible to go in 
cost allocation which is one of the grounds for controversy concerning rate technique. 
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National Electric Light Association, Rate Book, xojo. 
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that the two go hand in hand in some cases, as for example in the case 
of the short-haul passenger traffic where a relatively low rate is demanded 
both from the standpoint of cost and by the desire to meet competition 
from substitute means of transportation . 20 

The significance of the scientific rate, from the viewpoint of this 
study, is that while its theoretical purpose is to attain the cost of service 
ideal, the scientific rate forms lend themselves to competitive rate making 
in practice. The promotional rate aims to attract the elastic demand with 
a low charge, and the purpose can be achieved by charging off the greater 
part of the fixed costs against the initial and at the same time most 
necessitous service, following with a low energy charge to appeal to the 
elastic demand for which there are substitutes. Obviously, there is danger 
that the user of a minimum amount of service may be overcharged, and 
no doubt it is this belief that has contributed to the unpopularity with 
small consumers of customer, minimum, and demand charges. A scien¬ 
tific two-part or three-part rate form may, then, be used either as a refined 
attempt to realize cost charging or as a scheme to appeal to the classes 
of demand for which there are substitutes, with the possibility of a 
penalty on small users and others who have no satisfactory alternative. 

Because of their complexity and because the real motive governing 
their use has come to be understood, “scientific” rates for domestic electric 
service became very unpopular. Consequently, the expression has not 
been prominent in discussions about electric rates of late. In many lo¬ 
calities, they have been supplanted by the simpler block rate, which is 
now the most widely used domestic rate form . 27 It is clear that this de¬ 
vice too is used as a means to charge according to what the traffic will 
bear, since the breaks in rate follow closely the purposes for which the 
service is used. That is, rates are lowered when necessary to meet com¬ 
petition from substitutes and to encourage the use of electricity for re¬ 
frigeration, cooking, and other uses where consumption is heavy. Forms 
may change when the motives underlying them do not. There has been 
some progress toward rate simplicity, greater uniformity, and less dis¬ 
parity between classes; but there is need for continued effort in these 
directions. Diverse rate forms are still in use for domestic service, and 
considerable disparity in the level of rates persists . 28 In commercial and 
industrial service, where competitive factors have been given the greatest 
emphasis, there is a high degree of complexity in rates . 29 

The public utility companies defend promotional rate forms by dem- 
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onstrating that there is a good deal of business which can be obtained 
only by offering some rate concession. It is contended that new uses, 
especially, must be encouraged until a demand has been developed which 
is capable of bearing a full share of average unit costs. From this point 
of view, the “cost allocation complex” is considered an obstacle to de¬ 
velopment of business and an invasion of the domain of managerial 
judgment and business expediency . 80 It is contended that the acceptance 
of the competitive and elastic business at lower rates accelerates the op¬ 
eration of the law of decreasing costs to the end that average unit costs 
are decreased and all consumers benefited. 

There is no intent to denounce the promotional rate, for it is defen¬ 
sible when used properly. But is is necessary to direct attention to the 
fact that the promotional rate principle in public utility operation lends 
itself easily to misuse as a selective instrument with which to promote 
some types of service and neglect others, with profit as the motive. The 
promotional rate does create the contingency that luxury uses and uses 
for which there is available an adequate substitute service will be favored 
at the expense of the other classes of demand. The danger is that pro¬ 
motional rate schemes may conceal the most reprehensible forms of use 
classification, combined billing, and quantity discounts, with little or no 
regard for cost or for the avoidance of unfair discrimination . 81 A pro¬ 
motional rate applied to a particular use, moreover, always carries with 
it the possibility that so much business may be attracted that an undesir¬ 
able peak business will be the eventual result . 82 The promotional rate 
also enables the public utility to charge a high price for the minimum 
amount of service which is considered a necessity while making the fol- 
low-on charge unduly low in an effort to capture the elusive demand that 
is subject to competitive conditions. Thus, there can be an element of 
coercion in applying high rates to initial necessitous uses unless sufficient 
additional service is taken to make the average rate paid per unit of total 
consumption relatively low. 

It has been cited previously 88 that the expense of installing equipment 
necessary to the use of gas or electric service contributes to a rigidity of 
demand, once the consumer has committed himself to public utility ser¬ 
vice, and introduces the dangers of excessive promotion. Hence, there 
is an opportunity to reduce rates below cost for a time, and possibly to 
sell appliances on the same basis until a sizable load has been built up, 

•Parcel!, T. V., “Special and Off-Peak Rates/’ Gas Age-Record, Vol. 62 (1928), p. 587; 
Cabot. Philip, “Competition and Rate Making/’ Electric Railway Journal, Vol. 73 (i 039 ),_P- 988. 

•Glaeser, M. G., op. cit., p. 666; New York Report, 1930, p. 119; Nash, L. R., “Electric 
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Domestic Rates.” Transactions of the World Power Conference, Vol. 15. pp. 87, 99; Nichols, 
Ellsworth, Public Utility Service and Discrimination , pp. 967-971* Monts ▼. Edison Electnc 
Illuminating Company (N. Y.) P.U.R. 1917A, 365; Re Edison Electric Illuminating Company 
(Mass.) P.U.R. 19*91), x. 

•Nuttinft, H. G. D., “The Electric Water Heater,” N. E, L. A . Bulletin, Vol. 16 (i9*9)» 
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than to raise the rates to take advantage of the inelasticity of the demand 
which the expensive investment causes. Extremely low rates offered as 
part of a competitive campaign sometimes have encouraged consumers 
to invest heavily in costly appliances. Upon the cessation of the rate 
conflict, the public utility, in seeking to raise its tariffs to a more normal 
level, has encountered spirited opposition from those customers who 
committed themselves to a service which they could not afford at a high¬ 
er rate . 84 Under these circumstances, it becomes quite apparent that con¬ 
sumer demand is much more elastic for a rate decrease than it is for a 
rate increase. 

It is a recognized fact that an addition to the domestic business of an 
electric utility can, within broad limits, be considered permanent . 85 
Schemes for complete electrification of the home under a contract plan, 
whereby the customer is given a term of years to pay the company for 
the appliances, ought not to be permitted unless there is assurance that 
the consumer is going to receive ample rate protection in the future. In 
some cases, the state commissions have denied rate increases, otherwise 
justifiable, in view of the fact that consumers had gone to great expense 
to install public utility service upon the vigorous solicitation of the 
company . 86 

It has been claimed for the public utilities that, since decreasing 
cost and elastic demand characterize their operations to a considerable 
degree, their own interests will prompt them to adopt a long-time view, 
to forego present monopoly profits, and to reduce rates in order that a 
large volume of business may result . 37 The public utility operators are 
wont to point with pride to the continuous reduction in rates over a 
period of years . 38 It should be observed, on this point, that the down¬ 
ward trend of rates is not an anomaly nor the basis for unqualified praise, 
but is to be expected in a young industry characterized by extreme tech¬ 
nical improvements and by substantial economies from large-scale pro¬ 
duction under the protection of monopoly. In other cases, the automobile 
and the radio have followed similar price trends with improved 
production methods and quantity output. 

It is not proved that a commitment to general rate reductions instead 
of the selective devices which have been used so widely would have failed 
to bring the same quantitative results with sounder load building and 
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greater justice. The electric utilities have persistently held to the policy 
of waiting for increased consumption to “justify” rate reductions or have 
decreased rates on a selective basis where the opportunities for quick 
profits appeared to be favorable . 80 They have adopted a cautious attitude 
in the main, thus avoiding the risks of general reductions while protecting 
past investment and financial structures premised on profit expectancies. 
The objective rate, one of the newest rate forms to come into widespread 
use, is of this nature, since the application of a decreased rate depends 
upon evidence of increased consumption first. 

But while not too much credence can be granted to the claim that the 
public utilities have made voluntary rate reductions, it should not be 
asserted, on the other hand, that commission influence has been wholly 
responsible for all rate decreases. During recent years, especially, there 
have been numerous instances where public utilities have lowered rates 
on their own initiative . 40 Pressure resulting from governmental investi¬ 
gations of financial abuses and the increased threat of public operation 
have accelerated the trend of rate reductions for electric service, par¬ 
ticularly to domestic consumers . 41 Regardless of that, there is reason to 
believe that the public utilities have not reduced rates to the greatest ex¬ 
tent consistent with a complete coverage of legitimate costs. Not very 
many of the public utilities have pushed the maximum development idea 
to its extreme limit by general rate reductions . 42 It does not seem un¬ 
reasonable to assume that most monopolists will lean in the direction of 
rate maintenance and service restriction where that policy will yield 
generous profit . 48 The policy of the private public utilities in the United 
States has been predominantly that of price maintenance and cost re¬ 
duction . 44 This view of the matter harmonizes with the fact that the 
utility companies have in the past devoted their principal attention to 
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improvements in operating technique and not to aggressive merchandising. 
Furthermore, where there have been noticeable rate reductions, the de¬ 
creases have usually been applied to those classes of service where there 
is competition to be met, notably to the large users of service who can 
avail themselves of a satisfactory alternative. This conviction has pro¬ 
voked the complaint that the small consumer is exploited. 

It would be no great exaggeration to say that it is the domestic, or 
at least the small, consumer who creates the public utility rate problem. 
If the private companies are permitted a free hand, the small consumer 
who has no adequate alternative service available will be charged high, 
monopolistic rates while the large users are served at competitive rates. 

A number of recent studies concerned with the disparity in electric 
rates applicable to different groups create a strong presumption that com¬ 
petitive and monopolistic factors are given great weight in rate making . 45 
Quantity of service taken decreases the unit cost of serving, but it is 
extremely unlikely that the spread in revenue received per kilowatt-hour 
from the non-competitive as distinguished from the competitive classes 
is explainable entirely on the basis of differential costs of service. 

The domestic consumers and the other small users bear, apparently, 
the burden of most of the unallocable costs and contribute most of the 
profits. Gauged by the standards stated previously, the conclusion is that 
this method of charging may be justified if it imposes no added burden 
on small consumers and if rate concessions must be made in order that 
large customers may be attracted. But these are important conditions, 
and in view of existing rate practices, it is not at all certain that the 
maxim has been kept within proper bounds. The plea of the utilities that 
it is better for the small users to be linked up with the large users, if the 
latter bear any part of the fixed costs, than to have industrial consumers 
get their energy from some other source is not necessarily opposed to 
sound pricing policy. Nevertheless, it is doubtful whether small con¬ 
sumers actually have benefited greatly in being served from the same 
supply system as the large power users. The danger is that a differential 
policy may be extended into unfair discrimination and employed primarily 
as a device to increase profits. 

The statement of public utility interests that the domestic consumers 
are not being exploited, but that, to the contrary, the majority of them 
are carried at a loss, is to be viewed askance . 48 To the extent that the 
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latter is true, the explanation is that rates have been too high to permit 
a majority of domestic users to make sufficient use of service to result 
in the attainment of high individual utilization factors. That a part of the 
domestic demand for electricity or gas is elastic and will respond to in¬ 
ducement rates to a marked degree is not a theoretical conjecture, but a 
demonstrated proposition. It is not clear, however, that this can be trans¬ 
lated into protection for small consumers when “scientific” rates are 
formulated so as to segregate carefully the competitive, elastic business 
from the non-competitive, inelastic business. Moreover, the argument 
for protection by competition falls down in the face of the fact that many 
public utility enterprises have not in their rate policies made a zealous 
effort to develop the elastic market to the point of greatest intensity . 47 
Investigations that have been made, including comparisons with Cana¬ 
dian rates and with municipal rates in this country, although they are 
not absolutely conclusive, do give some support to the contention that 
the rate policy of the private utilities has been to exact from the consum¬ 
ers who have no alternative all that they can be made to pay . 48 

Especially is this likely to be true in view of the spurious costs which 
have often been introduced into the records by public utility companies. 
It may be difficult to determine what cost really is when cost representa¬ 
tions are made which are intended to conceal the capitalization of profits 
expected to be derived from monopolistic exploitation of the market . 49 If 
it is granted that a public utility is entitled to charge rates which will 
cover its costs, including a reasonable return on investment, it must be 
assumed that book values which purport to be costs for this purpose 
should be held down to what is necessary for the performance of the 
public utility function in the public interest. 

To make the issue clear, it should be mentioned that in the most ac¬ 
curate sense rates are not excessive because costs are inflated. The in¬ 
flation tactics, however, do seem to justify, and if successful they legalize 
under the fair value doctrine, rates which yield monopolistic gains. Nev¬ 
ertheless, it is the monopolistic elements in the market which make it 
possible to levy charges which produce excess profits. Padded costs 
merely serve to conceal the monopolistic harvest, and only those services 
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which are rendered under monopolistic conditions can be made to bear 
fictitious costs; really competitive business cannot be imposed on by such 
devices. But by skillful allocation of padded costs, and of legitimate 
fixed costs as well, to the non-competitive parts of the market, rates can 
be constructed which yield monopolistic profits. In addition, greater scope 
is afforded for the attraction of more competitive business by means of 
rate concessions when a public utility operates in a market that is a mix¬ 
ture of competition and monopoly. 

Strict devotion to past costs and capitalized expectancies in rate for¬ 
mation is likely to result in a standpat protective rate policy. If rates 
are high as a consequence, volume of service is restricted and unit costs, 
alleged or real, will be correspondingly higher. A more progressive ap¬ 
proach would be to gauge unit cost as closely as possible on the assump¬ 
tion of a fully developed output and to establish rates to attract a market 
for that potential output. Rates and cost would tend to move together 
as volume increased and unit cost declined; and rates would to a consid¬ 
erable extent determine unit cost rather than the reverse. An enterprise 
interested primarily in quick profits and in the protection of financial 
structures erected largely on profit estimations will be wary of assuming 
the risks of such a farsighted policy. 


Regulatory Policy and Procedure in Rate Making 

It has been noted that public utility rates, with special reference to 
gas and electric charges, have been formulated with competitive and 
monopolistic factors chiefly in mind. It follows that such a method of 
rate making bears the tacit if not expressed approval of the regulatory 
commissions. While it has been commonly supposed that the state com¬ 
missions have upheld the theory of cost rates, and while the regulators 
have rendered lip service to the cost-of-service ideal, a study of commis¬ 
sion rate cases discloses that in practice the regulatory bodies have been 
disposed to permit rate making on a competitive basis to a marked degree. 
Critics 50 of the rate policies followed in public utility industries must be 
credited with an accurate diagnosis of existing practices when they state 
that competition by substitution is a major factor in rate-making practice 
now; but it is quite another matter to grant that competitive factors 
should govern rate making. 

There are almost countless cases wherein the commissions have given 
determining influence to the plea that sound rate making will result in 
the maximum development of the business consistent with full recovery 
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of costs, the property taken as a unit . 81 The proposition is stated in a 
variety of ways, but in them all there is the implication that cost rate 
making is not to be adhered to so closely as to forbid the encouragement 
of business which demands an increment-cost-plus rate because of com¬ 
petitive conditions. The commissions have wavered between the two 
considerations that rates 'should be limited to cost and that the desirability 
of maximum use and the economic utilization of productive facilities 
compels some allowance for differentiation in rates in accordance with 
“value of service” or “what the traffic will bear.” In their indecision, 
they have been disposed to let matters take their course, allowing rates 
to stand which were not patently discriminatory, while concentrating on 
“valuation.” It is only just to state, however, that the commissions have 
opposed the most flagrant types of discrimination, for example, where 
individual rates are proposed which are not open to all who use service 
under essentially similar conditions. 

Several sets of circumstances contribute to the failure of the com¬ 
missions to govern closely the particular rates of the utility companies. 
Foremost of these is the almost exclusive attention that has been given to 
the regulation of the rate of return on the fair value of the property. 
The perplexities of the latter problem have placed in almost total eclipse 
the question as to whether the total revenue is contributed in a manner 
that is equitable to each of the various classes of consumers. 

Failure to apply themselves thoroughly to the problem has resulted in 
a superficial use of terms such as “value of service” and “competitive 
conditions.” In too many cases the commissions have been content to pro¬ 
nounce that the “value of service” must be considered in the determina¬ 
tion of reasonable rates in such a way as to suggest that “value of ser¬ 
vice” is something definite and specific. There seemingly has been a fail¬ 
ure to comprehend that the phrase “value of service” is meaningful only 
when it is used in connection with an individual, or at least a small homo¬ 
geneous class, and when it is modified by some reference to quantity of 
service. The value of domestic electric service to any individual cannot 
be determined even approximately unless it is stated whether ten or a 
hundred kilowatt-hours per month are under discussion. Any rate that 
may be charged measures the value of the amount of service that actually 
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is taken at that rate. The New York commission recognized this difficul¬ 
ty with reference to telephone rates when it said: 

In making rates, consideration must be given to both cost of the service and 
its value to the individual subscriber. As a measure of fair rates, value of service 
alone is an elusive standard and not satisfactory as a yardstick, since each indi¬ 
vidual measures the value of the service to himself based on, primarily, the amount 
which he can afford to pay .... and when rates go beyond the maximum which 
he thus fixes as the value to him .... he ceases to use that service. 81 

The ‘Value of service*' has, in turn, been identified with or measured 
by elasticity of demand, the quality of the service, the cost and quality 
of an alternative service, ability to pay, comparison with rates for similar 
service in other localities, the judgment of the commission, and the extent 
of service development . 58 Of the various meanings given to the phrase, 
however, the association of the substitute service idea has been most 
frequent. It is no exaggeration to say that the value-of-service concept 
has been used as a thinly veiled monopolistic device. 

The unavailability of accurate cost data, the complexity and hetero¬ 
geneity of rates and rate schedules in use, and supposed limits to the 
power of a commission to infringe upon management prerogative in rate 
making impose additional obstacles to effective rate control aiming at 
equity among the several classes of consumers. From the Wisconsin 
commission has come an intelligent comment on the relationship between 
management and regulation. After reviewing the efforts of the Milwau¬ 
kee Electric Railway and Light Company to maintain its earnings in the 
face of difficulties, the commission observed: 

That a Commission is not the manager of the utilities subject to its regulatory 
jurisdiction and that it may not substitute its judgment for that of owners and 

managers is a frequently stated proposition of public utility law.And yet 

anyone with the least familiarity with regulation knows that Commissions con¬ 
stantly substitute their judgment for that of the managers and owners, with the 
assent of the courts. . . . Where company policies and practices do not touch any 
considerable public interest—as, for example, how the duties of the various depart¬ 
ments are to be distributed—there can be no doubt that the principle of non¬ 
interference with management is sound. But where the public has an immediate 
and substantial stake in any managerial determination, it is inevitable and impera¬ 
tive that this Commission review, weigh, and if need be in rare cases, veto the 
judgment of the managers. Any other conclusion renders regulation nugatory and 
useless. 84 

It is true that in most of the states the commissions do not have the 
right to initiate rate investigations or to set rates; their obligation is to 


n Re New York Telephone Company (N. Y.) P.U.R. 1930C. 367. Cf. Hale, R. L. Valua¬ 
tion and Rate Making > p. 16, n. r. Reprinted in Smith, Y. B., and Dowling, N. T. t Cases on the 
Law of Public Utilities, p. 1153* Re Arkansas Light Sr Power Company (Ark.) P.U.R. 

, 9 ao V/W«o SJ>, nngs L. H. Sr P, Company (Colo.) P.U.R. 1918F, 707; Re Union Tele¬ 
phone Company (N. HO P.U.R. xpaiC, 598; Re Idaho Power Company (Idaho) P.U.R. 1934C, 
73 1; Re New Jersey Gas Company (N. J.j P.U.R. 1918B, 438; Re Dixon Home Telephone Com¬ 
pany < 111.3 P.U.R. X918 F. 706; Re Kent Water dr Light Company (Ohio) P.U.R. W 7 l>, 394 ! 
West v. United Rys, Sr Electric Company (Md.) P.U.R. 19181), 163; Glaeser, M. G., op, cit., 

P Milwaukee Electric Railway and Light Company (Wis.) P.U.R. i93xE, 289. 
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approve or disapprove proffered schedules . 66 Commission emphasis on the 
necessity for avoiding infringemeht on managerial powers may be, how¬ 
ever, in some cases, directly proportional to the commission’s inertia. 
The same suspicion is aroused when commission cases call attention to 
the fact that rate making is not an exact science , 66 and that as a conse¬ 
quence there is always opportunity for the “judgment of the owners in 
the business affairs of the utility .” 67 That there is always room for man¬ 
agerial judgment in any business is not disputed; but judgment based on 
necessary costs and ideals of public service is one thing—devoted to the 
goal of private profit it is quite another. 

The perfunctory nature of commission procedure in rate regulation 
is best demonstrated by reference to the method by which rates for in¬ 
dustrial consumption of power are formulated. By law, all customers 
of a public utility company are to be charged in accordance with the 
published schedule of rates filed with the commission and bearing the 
approval of that body. Moreover, all customers served under like con¬ 
ditions are to be classed together and offered the same rate. In practice, 
power rates for large consumers are fixed by individual bargaining, of 
which there is no record for public inspection and concerning which there 
has been no specific commission investigation . 68 There does not appear 
to be any doubt concerning the jurisdiction of the public service com¬ 
missions to regulate such contracts in most of the states . 69 Where power 

“Bonbright & Company, Inc., A Survey of State Laws on Public Utility Commission Regu¬ 
lation in the United States (2d ed.), 1030, pp. 14-15; Nash, L. R. t “Electric Tariffs in the 
United States and the Proper Relation Between Industrial, Commercial, and Domestic Rates/' 
Transactions of the World Power Conference, 1910, Vol. 15, pp. 87, 104. 

"Re Pacific T. & T. Company (Cal.; tf.UJR. 1930C, 5x5; Re Boston & W. St. Ry. Com¬ 
pany (Mass.) P.U.R. 1917F. 833; Re Alabama Power Company (Ala.) P.U.R. 1925c, 840. 

General Necessities Corporation v. Detroit Edison Company (Mich.) P.U.R. 1923E, 845; 
Norwood C. & S. Rate Case (Mass.) P.U.R. 1917D, 934. “In our opinion, we ought not, except 
in unusual circumstances to undertake to establish the entire rate structure of a company. 
This is a matter that falls largely within the held of management, and unless the competitive 
rates are such as to impose a burden upon customers paying under the non-competitive rates, 
or result in unreasonable discrimination, we feel that the establishment of these rates should 
generally be left to the discretion of the company.” Re Edison Electric Illuminating Company 
(Mass.) P.U.R. Z928D, 859. 

**•1 regret that we have no information whatever on the subject of 'contract power rates 
with large industries/ These are not published in any rate book nor do the various state 
commissions require their filing. As each one is usually made by the method of individual 
bargaining, we are quite at a loss to give you any idea on the subject.” Letter received from 
Carpenter, W. M., Economist for the N. E. L. A., December 20, 1930. 

“ . . . . there are today in the State of New York, many special contracts actually in 
force of which other customers of the utility are unaware and of which no knowledge can be 
obtained by an examination of the schedules on file in the offices of the Public Service Com¬ 
mission and of the companies. This is, in ray opinion, a direct violation not only of the spirit 
of the Public Service Commission Law but of its letter.” Maltbie, Milo R., ' r Rate Making” 
(Excerpt from a pamphlet representing an address delivered at the Annual Convention of the 
Empire State Gas A Electric Association, Saranac Inn, September 18, 1930). See also Senate 
Document 8847, Introduction, p. XVIII. 

"Law v. Railroad Commission (Cal. Sup. Ct.) P.U.R. 1021C, 156, 195 Pac. 423: Collings- 
wood Sewerage Company v. C oiling swood (N. J. Sup. Ct.) P.U.R. 1019JB, 585. "We do not 
know that it baa ever been suggested that such a contract was not subject to legislative control. 
To hold that such a contract could tie the hands of the legislature would be to establish diversity 
in rates. Consumers by favor or by skill in bargaining might obtain advantageous rates, ana 
would thwart the establishment of uniform rates, to which so much of our legislation has been 
directed. The government has never granted this governmental power to private citizens; and. 
in the absence of such a grant, no contract can diminish the government's right of control.” 
Cf. Big West Oil Company v. Northern Gas Company (Mont.) P.U.R. ip*8D, 70s; Re Link 
Belt Company (IndT) F.U.R. xoaaC, 391. 

The state of South Carohna takes the following rather surprising position in the matter 
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agreements are unsupervised, it is plainly a case of evasion of the law on 
the part of the public utility and a failure to perform its duty on the part 
of the commission* 

The lack of interference with power contracts by the regulators is 
explained, very likely, by the belief that such users are fully capable of 
protecting themselves. Perhaps the complexity of such rates has also 
been a factor in commission avoidance. No doubt most of the large users 
can guard their own interests fairly well, but the commission should be 
concerned to the extent, at least, of making certain that low contract 
rates do not impose an added burden on the small consumers, and that 
the smaller power users who cannot avail themselves of the substitute 
service threat are not discriminated against in favor of more powerful 
competitors who are in a position to bargain more effectively. 

There is some evidence that commissions are awakening to their re¬ 
sponsibility to examine private power agreements. The Wisconsin Com¬ 
mission asserts that there has been “no particular difficulty with such 
contracts in this state.” 80 The New York state commission in 1930 or¬ 
dered every electric corporation to file with the commission a list (with 
the terms) of all contracts which “differ in any respect from the forms 
of contracts included in the regular schedules of such corporation which 
have been filed with the Commission.” 61 The action of the New York 
Commission is particularly encouraging because private contracts have 
been unusually plentiful in that state; yet within six weeks practically all 
of the electric companies had complied with the order. 62 Chairman Malt- 
bie, speaking for the members of the New York commission, observed in 
forceful language that “if a few contracts can legally be made modifying 
the terms or conditions of published schedules, any number can be made; 
if one consumer may have a special contract, all may have special con- 


of contract rates: “That nothing in this act shall authorize the Railroad Commission to declare 
any rate, toll, charge, or fare, contained in any contract heretofore voluntarily entered into for 
a term of years by and between any public utility and any person, firm or corporation for the 
sale and purchase of gas, electricity or other commodity the subject of said contract, to be 
unreasonable, and noncompensatory, without the consent of both parties to said contract, said 
rates, tolls, charges and fares are hereby declared, for the life of said contracts, to be reason- 
able and compensatory within the meaning of this act.” South Carolina Law, Act of March aa, 
1922. Section 3. See Swift & Company v. Columbia Ry., G. & E . Company (U. S. C. C. A.) 
P. U. R. iga7C, 

•“We have had no particular difficulty with such contracts in this state. In a few in¬ 
stances utilities have submitted power rates which, from their point of view, were made 
necessary in order to retain large power business which was competitive with other sources of 
supply. In such instances we have required the utilities to submit the detail substantiating the 
reasonableness of such rates. There have been only a few such cases, however, and no difficulty 
has been experienced in refusing them. In one or two cases utilities have proposed informally to 
file schedules for the retention of such competitive business which schedules appeared to the 
Commission to be violative of the provision in the statute that the rates should be the same for 
all customers for like and contemporaneous service. That is, although the form of the proposed 
schedules indicated a general application, they were in fact planned to be applicable to only one 
or two customers ana the applicability clauses were such that it was unlikely that other 
customers would ever be able to avail themselves of the rates. In such cases we advised the 
utilities that the Commission would not be able to accept the rates and they were not filed.” 
Letter received from Dineen, W. M., Secretary Public Utility Commission of Wisconsin, 

J* nUa £frew $c?rk Public Service Commission (State Division) Case No. 6493. November 5, 1930. 

"■Letter received from Roberts, Francis E., Secretary, Public Service Commission of 
New York, State Division, December as, 1930. 
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tracts.” 68 Reasonable diligence on the part of commissions, it would 
seem, can eliminate the discrimination resulting from individual contracts. 
However, special rate concessions to power customers have by no means 
been eliminated. In view of the heterogeneity of provisions and the 
prevalence of special contracts, it does not seem that rates for commercial 
and industrial power service are subject to close supervision and control 
by most of the commissions. 64 

Greater regulatory attention to the relationship of the rates which 
apply to the several classes of customers is necessary. The committee 
on public utility rates of the National Association of Railroad and 
Utilities Commissioners has suggested that more careful consideration 
be given to the influence of competition upon public utility rates, especially 
for electric service. The following excerpt from that report shows 
beyond a doubt that the members of regulatory commissions are aware 
of the situation. 

In studying the rate schedules of public utilities throughout the country in 
connection with competition it is apparent that the old doctrine of charging all the 
traffic will bear is by no means obsolete. It is the only justification, if it be a 
justification at all, for the wide spread still existing between the rate paid by large 
industries financially able to consider seriously every available source of power or 
fuel and the rate paid by those classes of customers where competition is either 
absent or negligible. There is no question but that a power customer using five 
hundred thousand KWH per month costs the utility on a per kilowatt hour basis, 
substantially less to serve than ten thousand domestic customers using fifty KWH 
per month each. But, should the domestic customers pay more than six times as 
much per KWH as this power customer pays? Differentials as great, in fact in 
many instances greater, occur in the gas rate schedules. Indeed, they can be 

found within the narrow confines of the one class of domestic customers. 

A study of the so-called block form of rate making shows that the step downs in 
these blocks come at just about the point where electricity meets competitive fuels. 
This brings us in turn to the question of the extent to which competition should 
be recognized in designing utility rates. . . . The public utilities are constantly 
meeting competition from unregulated competitors. So long as the Commissions 
fix rates for public utilities enabling them to meet this outside competition and yet 
earn some rate of return and at the same time to run nearer to plant capacity 
thereby reducing percentage of overhead to their customers it is probable that no 
substantial injustice is being done to those classes of customers where little com¬ 
petition exists. But, can we assume that this is what we have done in designing 
such rate schedules? Is it possible that in approving or prescribing rates for 
wholesale customers which return 2 to 3 per cent to the utility, that contem¬ 
poraneously we have designed rates for customers in the non-competitive class 
paying considerably above a fair rate of return to the utility? The difficult, and 
frequently thankless, task of equitably distributing the burden of revenue among 
the various classes of utility customers, after the utility has offered its rate 
schedules for approval, falls exclusively upon the shoulders of the Public Service 
Commissions. Up to this time the public generally appears to be unaware of the 
great question of equity between the various classes of the consuming public. This 
attitude has probably been caused by the undue amount of publicity devoted to 
valuation of public utilities for rate making purposes. We think the time has 

*Re Special Contracts by Gas and Electric Companies (N. Y.), an investigation by the 
commission on its own motion: P.U.R. 103 iE, 30a, 311. 

•^Federal Power Commission, Electric Rate Survey, Rate Series No. 4, Rates for Electric 
Service to Commercial and Industrial Customers, 1936. 
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come to consider the question of equity in rate making between the utility 
customers or, in other words, rate relationship. There may be more inequity 
existing in this held than exists between the average public utility and its 
customers taken as a whole. 48 

Regulatory interest in the matter is a good sign. It cannot be em¬ 
phasized too strongly, however, that a thorough analysis of costs is in¬ 
dispensable to equitable rate making. Adherence to cost principles con¬ 
cerning the rate of return on the property considered as a unit, itself 
replete with difficulties, is not more important or more difficult than the 
determination of proper rates for each class served. The latter cannot 
be realized unless the regulatory authorities are in possession of complete 
data and are painstaking in their use of it. 

It is not to be denied that expediency and business judgment will 
always have a place in a problem as complex as public utility rate making, 
but it is equally true that the latter will be stressed in inverse proportion 
to refinement in cost analysis and the development of a clear social policy. 
There has been, apparently, a tendency to consider determination of 
rates according to competition or “value of service” as an alternative 
to cost rate making. To the contrary, the limitation of the competitive 
principle within bounds requires thorough cost analysis in conjunction 
with a mature consideration of how much each type of service can and 
should bear in the public interest. This approach, to repeat, does not bar 
recognition of the fact that, within limits, the cost of service is dependent 
on the volume of service. Cost as the basis for public utility rates should 
be more than a fine-spun theory. Rates closely approximating cost do 
not seem an unattainable ideal, assuming regulatory enterprise in ferret¬ 
ing out the facts with the cooperation of the company management. Cost 
analysis is an important technique in industrial enterprises; its desirability 
in public service enterprises, where charges are not determined within 
close cost limits by the operation of market forces, is even more 
pronounced. 

•“Report of Committee on Public Utility Rates/’ Proceedings of the National Association 
of Railroad and Utilities Commissioners, 1930, pp. 87-88. 
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Duplication of properties serving the same market was common dur¬ 
ing the introductory period in public utility operation, but direct com¬ 
petition was temporary and wasteful. This observation is confirmed by 
economic theory where fixed capital outlay is a predominant factor in 
total costs and where the economies of large-scale production are out¬ 
standing. The aim to get good service at the lowest price does not seem 
possible of realization through duplication of public utility facilities. The 
conclusion is the same whether attention is directed to experience or to 
theoretical considerations. Two competing producers serving the same 
market for a public utility service almost inevitably produce above the 
lowest cost point and have a combined capacity that is greater than the 
market requires. Strenuous efforts to capture and to hold all business 
which will yield anything more than prime or increment costs follow. 
Monopolistic organization, therefore, has become dominant in the public 
utility industries, and the ideal of one efficient seller has been accepted, 
with the reservation that the monopolistic power conferred should be 
curbed by social control over rates and services. 

Moreover, while economy especially dictates monopoly only in the 
producing and selling of public utility services, the free operation of 
competitive forces when a public service enterprise enters markets in its 
purchasing activities has been mitigated by several circumstances. Virtual 
control of the seller’s market reduces insecurity of investment or risk, 
which, in turn, operates to make it easy for a public utility to meet com¬ 
petition in the markets for capital. The labyrinth of intercorporate re¬ 
lationships which has developed particularly in the electric industry vi¬ 
tiates the argument for free competition in purchasing, because operating 
units usually are bound to deal with an affiliated organization for ser¬ 
vices and supplies. Ultimately the public utility is affected by competition 
for the factors of production; but this competition is so remote from the 
operating unit with which the consumer deals that he has little assurance 
that the operating company's alleged costs are the result of transactions 
in open competitive markets. The public utility organizations are in the 
position of being able to make a profit by the process of transferring 
from one pocket to the other. 

The existence of so great a measure of monopoly necessitates social 
control. To this end, the gradual elimination of duplication has been 
accompanied by efforts to perfect a regulatory process, and undoubtedly 
the mandatory state commission, which has become the prevailing organ 
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of regulation since 1905, has been more satisfactory than its predecessors 
in providing continuous surveillance of rates and services. Under reg¬ 
ulation by mandatory state commissions, direct competition has become 
gradually less prevalent. Most of the states have given expression in 
statutes to the conviction that duplication is undesirable in the public 
utility industries, and administrative bodies have been created to control 
the “natural” monopolies. The unavoidably general phraseology of most 
of the regulatory laws has given the commissions considerable discre¬ 
tionary power, although a commission cannot interpret its authority too 
liberally or in direct opposition to either expressed legislative policy or 
what is held to be constitutional process without running afoul of the 
courts. Considerable discretionary power remains, nevertheless, and com¬ 
mission policy has favored, for the most part, the use of it in the further¬ 
ance of monopoly conditions. Legislation concerning certificates of 
convenience and necessity has been given a strict monopoly interpretation, 
and a majority of the commissions have been disposed to assert their 
power to force good service at reasonable rates than to admit competition. 
Where extant and beyond commission jurisdiction to eliminate, competi¬ 
tion has been made impotent, in not a few cases, by denying the privilege 
of unrestricted competition in rates. Contracts providing for division of 
territory have been sanctioned, encouragement has been given to consoli¬ 
dation, and where the control of competition is beyond commission juris¬ 
diction, the municipalities have been urged not to issue competitive fran¬ 
chises. A highly monopolized situation has been the result, and the need 
for vigorous control of rates and services has increased in proportion. 

But the results have not been completely satisfactory. The funda¬ 
mental merit in principle that the mandatory state commission provides 
continuous control and supervision has been offset by the inclination of 
the commissions to neglect their duties as fact-finding bodies and cham¬ 
pions of the consumers' interests and to degenerate into boards of arbi¬ 
tration. The intricacies of intercorporate relationships, the insufficiency 
of commission power, inclination, and resources to pursue the facts, and 
the vagaries of the valuation procedure have weakened the ability of the 
present scheme of regulation to cope with an ever-expanding monopoly 
power. The theory of regulation as a successor to destructive competition 
presumes a responsible and energetic agent with adequate power. The 
scheme depends for its success on the resolute administration of effectual 
legislation and on the attitude of the courts which pass upon the legality 
of regulatory action. It is apparent that there is need for further adjust¬ 
ment. Regulation has not yet achieved its chief purpose, that of substitute 
for competition where the latter does not operate economically. There 
are not a few who now counsel that more competition is imperative, not 
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because of its own intrinsic merit, but because they despair of perfecting 
a regulatory machine capable of being its successor. 

Recently, there has been evidence of a renaissance of competition. 
Regulatory control of public utility monopoly has been weighed, and 
many have found it wanting. It is claimed that the law on which reg¬ 
ulation is based has not responded to changing economic conditions in 
the industries. Some who are more conservative than the advocates of 
complete public ownership propose a modicum of public competition to 
bolster regulation. Most of all, there is a growing demand for easy legal 
access to competition where the private interests prove to be intractable. 
The principal advantage of laws favorable to public competition is con¬ 
sidered to be the power which the right to compete gives the public in 
bargaining with the private interests. It is contended that the threat of 
competition will prove helpful, reinforced by competition in fact as a 
last resort. Municipal plants, public power districts, and federal govern¬ 
ment projects are to be “persuasive rather than destructive” in their in¬ 
fluence. Whether or not the threat of public competition can be an eco¬ 
nomical as well as effective regulator of rates and service is problem¬ 
atical. Experience thus far indicates that it may be a successful realistic 
weapon with which to challenge entrenched private monopoly, but its 
promiscuous use would result once more in wasteful duplication. 

Not only is greater reliance on direct competition through public op¬ 
eration being advocated, but the power of indirect competition, by sub¬ 
stitution of alternative services, as a regulating force likewise is being 
urged. The writer has not been able to verify the claim that competition 
by substitution is so universal in the public utility industries as to afford 
a basis for rate control. Permitting complete initiative in rate making to 
management, and consequent charging on a traffic-will-bear basis, can only 
be interpreted as a simple but inadequate remedy for present deficiencies 
in regulatory procedure and an unwarranted surrender to the claim that 
efficient and energetic management can exist only where there is no re¬ 
straint on freedom of action and on profits. 

The public utility industries furnish a particularly good example of 
the confusion which attends the assumption that monopoly and competi¬ 
tion necessarily exclude each other in any market. This view has led to 
a sharp but futile controversy as to whether these enterprises now are 
competitive or monopolistic. It has been customary in the past to refer 
to them as “natural” monopolies because entrance into the field is limited 
by economic circumstances crystallized into law. In recent years, how¬ 
ever, there has been an increasing expression of opinion that the greater 
availability of substitutes has changed their monopolistic character, and it 
is vigorously asserted that the public utility industries are essentially 
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competitive whenever any evidence of resistance to the extension of their 
markets can be shown. If a choice were to made between the two, mo¬ 
nopoly must continue to be the better fit because the challenge of substi¬ 
tutes can be accounted for through the elasticity of demand; and since 
substitution, in most cases, fails by a wide margin to be a matter of in¬ 
difference, the elasticity will be far from infinite. 

Nevertheless, the market relationships can best be expressed in terms 
of monopolistic competition, because the intermixture of competitive and 
monopolistic forces is so well illustrated in the public utility field. More¬ 
over, it should help to clear up the misunderstandings and contradictions 
now prevalent to recognize that whatever differences there may be be¬ 
tween these and other industries are only of degree. Other industries are 
not monopolistic or competitive in the perfect sense; and the same is true 
of public utility enterprises. There has been too much extremism in this 
matter; in public utility literature there has been too little recognition 
that both monopolistic and competitive elements are present. Instead, 
there has been controversy between those who are eager to stress the 
newer manifestations of competition and those who cling to the dogma 
that public utilities are a special type of industry because of “natural” 
monopoly. The designation of public utilities as “natural” monopolies 
has been unfortunate, not only because it fails to take into account that 
the monopolistic features have an institutional explanation as well as 
an economic one in the efficiency sense, but also because those who still 
refer to public utility business in this way have not been prepared to 
combat the exaggerated contention that new forms of competition have 
changed the picture completely. 

Since most public utility enterprises enjoy exclusive franchise privi¬ 
leges, whatever competition there is usually must come indirectly from 
other goods or services. 1 While there are substitutes for almost anything, 
they are rarely, if ever, perfect alternatives. The degree of differentiation 
between the public utility service and substitutes and the feasibility of 
transference from one to another is, therefore, the vital issue. Substi¬ 
tutability is a relative matter, the effectiveness of which depends on a 
balancing of all the relevant factors which influence consumer choice. 
Any combination of circumstances which limits the free exercise of buyer 
choice must limit competition. In some cases, the competitive pressure 
may be fairly strong, where factors such as quality, convenience, price 
of service, and quality and price of complementary appliances strike an 
approximate equation, and the buyers have the purchasing power to make 

*If the government, in its efforts to remove the abuses which have prevailed in the private 
power industry, continues to foster the development of competing public projects, the resulting 
situation might resemble duopoly in at least one respect. While monopoly profits could be cur¬ 
tailed by this policy, it is possible that this worthy accomplishment might be at the expense of 
maximum efficiency, if a condition of excess capacity extending over long periods were 
brought about. 
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effective a choice between the alternatives. When two services differ 
materially in price, the market divides roughly into two parts, one in¬ 
cluding those who do have the financial means necessary for the pur¬ 
chase of the preferred service, if it is higher priced, and the other those 
who must resort to the inferior substitute or go without. There may be 
little real competition between these markets except at the borderlines, 
although the lines of demarcation are likely to be blurred by advertising 
representations and price policy. 

It must also be noted that there are numerous uses for public utility 
service. Since the demand is not homogeneous, there may be close com¬ 
petition with substitutes in some parts of the composite market and not 
in others. Furthermore, public utility service is preferred over substitutes 
for many uses by most people. When this is true, the public utility is in 
a strategic position to decide when and where it will take the offensive 
in the rivalry with alternatives. Comparative superiority in use affords 
the vendor of public utility service the opportunity to use rates as a 
balancing factor in the value equation, with the result that competition 
may seem to cover almost the whole market in which he attempts to 
operate. Given this condition, and it is by no means uncommon, sub¬ 
stitutes may reasonably be considered as limitations on the exercise of 
monopoly power rather than competition on an equal plane. A system of 
price control cannot be adequate which depends for its action on many of 
the consumers penalizing themselves by turning to less desirable alterna¬ 
tives, either by choice or from necessity, in order to provide a check on 
the profit-seeking of the seller. The buyers of relatively small amounts of 
service, who cannot provide their own, especially lack the bargaining 
protection of approximately equivalent substitutes. 

The identification of public utilities as joint-cost industries is pred¬ 
icated on the need for the greatest possible utilization of productive 
capacity, arising from the fact that fixed costs predominate. A necessary 
corollary to the above statement is that there must be unallocable costs 
which can be apportioned among the different classes of use ac¬ 
cording to what the traffic will bear. The economic desirability of com¬ 
plete utilization of productive capacity and complete exploitation of large 
scale economies in the public utility enterprises, coupled with the alleged 
impossibility of approaching that goal unless lower strata of demand are 
appealed to through special rate concessions, are the fundamental points 
in the contention that the unallocable costs must be placed on those whose 
demand will bear them. 

The public interest may be consistent with the apportionment of un¬ 
allocable costs to achieve lower unit costs through larger volume and 
more intensive utilization of investment. It should never be disregarded, 
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however, that concessions should be made only when the addition of the 
favored business improves the utilization factors and cannot be obtained 
except at inducement rates, that no business shall ever be granted a rate 
below prime costs, and that the remaining consumers shall benefit from 
the lower unit costs which follow from the larger scale of production. At 
all events, Cost still must be the basis for rates, modified by allowance for 
differentiation which will promote a high degree of utilization of in¬ 
vestment while at the same time avoiding unfair discrimination. More¬ 
over, it has not been established that a public utility enterprise would be 
unable to attract a market which would develop high utilization factors 
with a substantially uniform system of rates instead of the discrimina¬ 
tory policies which have commonly prevailed. 

In public utility enterprises differential rates, aside from cost differ¬ 
ences, may be attributed to the need for complete utilization or to the 
greed of the monopolist. Monopoly may be in itself a sufficient cause 
of differentiation; and if the monopolists are free to follow their own 
interests, it is to be expected that the quest for monopoly profit will take 
precedence over desire for full utilization as the correct explanation 
of existing rate differences among customers. 

Promotional rates of the selective, discriminatory type aim to attract 
the elastic demand with a low charge, and the purpose can be accom¬ 
plished by charging off the greater part of the fixed costs against the 
initial and at the same time most necessitous service, following with a 
low energy charge to appeal to the elastic demand. There is danger, 
then, that the user of a minimum amount of service may be the object 
of discrimination by the misuse of what purports to be a “scientific” rate 
based on cost. In addition, there can be an element of coercion in apply¬ 
ing a high rate to initial essential use unless sufficient additional service 
is taken to make the average rate paid for total consumption relatively 
low. Undesirability of over-promotion is indicated, again, with reference 
to the expense of installing equipment and appliances. The resulting 
rigidity of demand makes possible the reduction of rates below cost for 
a time, and selling appliances on the same plan, until a sizable load has 
been attracted, then increasing the rates to take advantage of the in¬ 
elastic demand which the expensive investment occasions. 

It has been said that the public utilities, when conditions for decreasing 
costs and elastic demand obtain, will be prompted to adopt a long-time 
view and to forego immediate monopoly profits in order that a large 
volume of business may be developed. This assertion does not survive 
when tested by reference to the policy adopted by the industries. It does 
not appear that the public utilities, as a group, have adhered consistently 
to the maximum development ideal in all fields. 
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The disparity between the rates paid by'domestic customers, small 
power users, municipalities for street lighting, and large industrial power 
customers indicates that rates are determined on the basis of the prac¬ 
ticability of substitution. The fixed costs, and sometimes fictitious costs, 
are allocated in conformity with the monopolistic and competitive features 
of the market. But there may be an error in the complaint that smaller 
consumers are charged higher rates because large users are granted undue 
concessions. The exaggeration of the cause and effect relationship be¬ 
tween domestic and large power rates obscures the fact that the primary 
reasons for high rates to the small consumer are the ineffectiveness of 
his own bargaining power and the inadequate protection accorded him 
by regulation. 

The elasticity of the demand, due in part to the power of substitution, 
does set a limit to the price that a monopolist can charge and still realize 
the maximum net profit. It is no startling revelation that a public utility 
monopolist is prevented, because of the availability of substitutes, from 
charging as much as he would otherwise be disposed to do. It is a very 
different proposition that monopoly price in the case of a public utility 
exempt from competition with a like service will at once realize maximum 
profits and maximum use, or that rates based on competition from sub¬ 
stitutes yield to the monopolist a return which will completely cover all 
costs and no more. The alternatives are not sufficiently equivalent, for 
the most part, to the public utility service to be competent to effectuate 
the desirable result of cost price and adequate service. 

Discrimination in rates, and in service too, will be used most exten¬ 
sively where elements of monopoly and competition are mixed. In fact, 
not only in the public utility industries but in others as well, there is need 
to bring the effects of discrimination to bear on the theory of monopo¬ 
listic competition. Most of the efforts of public utilities to extend their 
markets by means of rate adjustments have involved the use of discrimi¬ 
nation rather than general reduction in the level of rates. Whenever the 
quality appeal of public utility service is insufficient, a discriminatory 
policy can provide the additional inducement of a preferential rate, thus 
enabling the seller to pick and choose in the broad field of possible custo¬ 
mers and uses, with immedate or future profit as the guide. If discrimi¬ 
nation is carried far enough, the challenge of substitutes can be met 
wherever they threaten, and with rates the balancing factor, the impres¬ 
sion can be created that competition blankets almost the entire market. 
Some competition there doubtless would be without discrimination, but 
the composition of the market is greatly distorted when discrimination 
prevails to the extent that it has in some of the public utility industries. 
The market relationships resulting from discrimination can be described 
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as predominantly competitive only if it is granted that any pricing policy 
which establishes a market equivalence between differentiated goods is 
evidence of a really competitive market. Discriminatory strategy taken 
into account, what appears to be widespread competition is revealed as 
monopoly in disguise. 

That part of public utility service which is sold to industrial plants 
meets a fairly high degree of competition from alternative sources of fuel 
and power. But even this statement is subject to qualification, for the 
gradual ascendancy of central station electric power is indicated by past 
developments and existing technological conditions. It is likely that the 
impression of the highly competitive nature of the industrial power busi¬ 
ness is gained from an overemphasis of those exceptional situations 
where special circumstances make the cost of generating electricity in 
conjunction with industrial processes unusually low. The impression that 
all power business is within the potential market for central station service 
is evidence of confusion as to what the term competition encompasses. 
The existence of two or more possible productive methods or of more 
than one way to satisfy the same want does not provide competition that 
is an acceptable instrumentality for rate or price determination and con¬ 
trol unless the alternatives are interchangeable in terms of both utility 
and cost. For example, when a new process has proved its superiority 
over a public utility service, there exists, not an example of competition, 
but of displacement and of differentiation of markets. Efforts to retain 
business in such a circumstance by discriminatory bargaining is not evi¬ 
dence of sound competition. More careful cost comparisons and less 
rate shading in dealing with so-called competitive business is required by 
the public interest in the economical use of resources for the greatest 
gain to society. 

The cost and inconvenience of conversion from one source of heat 
or power to another, due to the need for expensive equipment of a 
specialized nature, has been overlooked as an obstacle to free competition, 
not only in serving industrial consumers of utility service, but every other 
class as well. A public utility may not relish the restraining influence 
of expensive consumer investment in appliances on its campaign to pro¬ 
mote the use of its service, even when rates considered independently 
may be such as to recommend the economy of that procedure. The factor 
of costly equipment which is complementary to the service exerts an in¬ 
fluence in both directions, however, so that the transition once made, 
the public utility has gained a monopoly advantage in the same manner, 
by virtue of the disinclination of the consumer to discard expensive and 
specialized equipment. Moreover, demand generally is less elastic for a 
rate increase than for a decrease. This is one way of saying that business 
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once attached is, within broad limits, permanent business, a fact which 
is particularly true of the domestic business of gas and electric companies. 

The power of substitution is active within closer limits of price range 
in the industrial power and heating service and in long-distance communi¬ 
cation than in the other classes because the alternatives are more equiva¬ 
lent, cost and quality of service considered together. In addition, in¬ 
dustrial customers usually are financially able to weigh in the balance all 
factors, including convenience, energy cost, complementary costs, and the 
quality of the result. Nevertheless, in industrial heating, and in com¬ 
munications and transportation as well, a differentiation of economic 
function between the apparently competing services can be noted. In 
transportation and communications, the recognition that each type of 
service has a special province for which its economic properties particu¬ 
larly adapt it has resulted in the demand that competition be abandoned 
and a policy of co-ordinated control be instituted. Gas and electricity are 
suited for heat processes of a refined sort, but their cost, compared to 
that of the crude fuels, makes their universal application wherever heat is 
required extremely uneconomic. A brief for the competition of gas and 
electricity with each other would carry weight were it not for the fact 
that the two industries are interrelated in their control. There is a more 
pronounced tendency toward a differentiation of use between the crude 
fuels and the public utility services. 

The presumption of vigorous competition in public utility business 
results from the failure to realize that the struggle of several products 
and services for the market may be a manifestation of a period of tran¬ 
sition. It surely is significant that gas, electricity, and kerosene, not very 
many years ago, were contesting spiritedly for the business of lighting 
homes. Such struggles can be very bitter, but their impermanence makes 
it impracticable to base rate control on the competition among substitute 
products and services. Rather than a permanent regulator of price, 
transitory competition is essential to a final determination of the superior 
function of each of the alternative products and services. The conflict 
in the field of transportation in recent years is illustrative; and the true 
marketing relationship between gas and electricity might stand out more 
clearly if the two were not subject in large measure to a single control. 
It is not always possible clearly to draw the line in the beginning between 
that competition which is permanent and that introductory period of 
rivalry which serves as a laboratory in which to decide the special field 
of best adaptation for each product or service. 

It is necessary to emphasize, therefore, that an understanding of the 
action of competitive and monopolistic forces in public utility markets 
requires that the time element be taken into account. In this regard, 
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conflicts incident to fundamental shifts in demand and the disturbances 
associated with technological change and economic displacement may 
seem to offer evidence of permanent competitive relationships. The very 
keenness of the transitional struggle is apt to be misleading if only a 
short-run view is taken, and however significant the eventual conse¬ 
quences may prove to be, the competitive relationships in the longer run 
need not be very close. Such transitional processes are characteristic of 
the public utility industries, and they frequently, but not invariably, 
point to gradual market supremacy for the public utility service in many 
uses. The shift to improved techniques and superior service may be de¬ 
layed if an unprogressive, restrictive rate policy is adopted. Public utility 
operators have been inclined to do precisely that by weighing the present 
against the future, the monopolistic elements (economic, institutional, 
and political) putting them in a strong position in this respect. Pursuing 
a policy of carefully nursing the profit potentialities, they have, whenever 
possible, maintained a high rate level, stressing quality and convenience 
rather than price, and depending on the superior features of public 
utility service to bring gradual increases in volume. Simultaneously, they 
strive to create the desire for service by emphasizing its quality ad¬ 
vantages, and then restrict its use by adopting a monopolistic rate policy. 
Allegations as to the competition encountered in extending public utility 
service and complaints about the difficulty of attaining the maximum 
economical output cannot soundly be judged unless rate policy is taken 
into account. This point seems to have been overlooked by those who 
are greatly impressed by the competition in the markets for public utility 
service. Modern technology, especially in the electric power industry, 
must profoundly affect price policy if the potentialities of low cost and 
elastic demand are to be resolved into maximum service. 

As differentiated products and services meet in the market, there 
normally is a tendency for a differentiation of function, partial or com¬ 
plete as the case may be, to be worked out. Public utility service demon¬ 
strates a comparative advantage in some applications and substitutes in 
others. Where there are indications of a differentiation of function, com¬ 
petition may be regarded as wasteful, temporary, and incidental to tran¬ 
sition. But the widespread use of discriminating tactics, by the public 
utility enterprises and by the sellers of the partially competing substitutes 
as well, has the effect of generalizing what amounts to a practice of 
"dumping,” with inevitable chaos and indeterminateness in market rela¬ 
tionships, even as it seems that the scope of competition is enlarged. 
Differentiation of function and separation of market spheres may be 
obscured, and economical distribution of resources and maximum social 
gain may be lost in the shuffle, when sellers of substitute products and 
services base their actions on the assumption that the entire market for 
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heat, power, communication, or transportation is a potential source of 
business. Continued disregard of economical market spheres results in 
persistent and all-around excess capacity; costs and prices then are higher 
than necessary, particularly when decreasing cost tendencies operate; and 
aggregate output, in turn, will be less than the maximum potential 
amount. Profits will vary among the participants, depending on relative 
economic advantages, comparative amounts of excess capacity, and 
astuteness in estimating and realizing upon the market possibilities. 
Amount of profit, even though it be normal or less, is no sure test, there¬ 
fore, of the absence of substantial monopoly or of the presence of de¬ 
sirable competition. It follows that regulation which is concerned chiefly 
with limiting return to a “fair” amount will fail to achieve socially de¬ 
sirable results. 

The disappointing outcome of the practices referred to in the 
preceding paragraph frequently has led to the adoption of other pro¬ 
cedures, such as the co-ordination of gas, electric, and other partially 
competing goods and services, resort to legal protection against the en¬ 
croachment of substitutes and new industries, and the creation of intri¬ 
cate patterns of common intercorporate control. It seems altogether 
reasonable to interpret these tactics as efforts to restrain or eliminate 
whatever competition there might otherwise be among the goods and 
services combined. The results will be to consolidate monopoly power, 
to preserve all the enterprises by warding off losses from excess capacity 
and possible obsolescence by shifting the burden to consumers, and to 
manipulate the price structure of the combined services for greatest 
aggregate gain at the expense of maximum social service. 

Discriminatory rate making, to the degree that it exists, must have 
the tacit if not expressed approval of the regulating commissions. While 
it has commonly been supposed that state commissions have upheld the 
theory of cost rates, and while the regulators have rendered superficial 
allegiance to the cost-of-service ideal, a study of commission rate cases 
discloses that in practice the regulating bodies have been disposed to 
permit rate making on a competitive basis to a marked degree. In fact, 
until recently the commissions have not been much concerned with rates 
to large users, in the belief that the latter can protect themselves. As 
a consequence, private contracts have become general, the terms of which 
never have had regulatory approbation. 

In short, the commissions have employed a vacillating policy, re¬ 
flecting their indecision between the two considerations that rates should 
approximate costs and that some allowance must be made for differen¬ 
tiation because of the desirability of maximum use and a high degree of 
utilization of facilities. As a consequence, there has been a disposition 
to let matters take their course and a tendency to permit rates to stand 
which are not patently discriminatory. The inadequacy of personnel and 
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funds, disproportionate attention to the “fair value” quandary, unavail¬ 
ability of sufficient cost data, the complexity of rates and rate schedules, 
limits to the power of a commission to infringe upon management pre¬ 
rogative, and inertia are all factors which taken together explain the 
failure to hold rates shaped according to what the traffic will bear within 
proper bounds and more closely to approximate cost rates. 

Other students have noted the implications of the theory of monopo¬ 
listic competition with respect to social control. In the case of the public 
utility industries, it may be stated with special emphasis that the recog¬ 
nition of competitive elements in this still preponderantly monopolistic 
field does not mean that public control should be relaxed. To the con¬ 
trary, the inference is that there is a greater need for it while at the 
same time the difficulties are magnified because the factors are more 
complex. The evidence points to the conclusion that the competitive as 
well as the monopolistic elements require control if the public interest is 
to be safeguarded. Public utilities have been willing to make sufficient 
concessions to get what they consider to be “highly competitive” business; 
but on social grounds, in those parts of the market where substitutes are 
more effective, the need for public utility service is not so pressing as 
where the substitutes are decidedly imperfect. The social problems in the 
public utility industries are still, in the main, the consequences of monopo¬ 
listic practices, or of the monopolistic elements in monopolistic competi¬ 
tion, if that terminology is preferred. Specifically, the reference here is 
to rate maintenance, restriction of output, discrimination, and devices for 
intercorporate control, with the accompanying failure to achieve an eco¬ 
nomical distribution of resources and the maximum product or service 
for society. 

That most of the responsibility for the inequity of rates can be traced 
to the failure of the regulatory machinery to function up to expectations 
is no startling discovery. Unless regulation, armed with the power and 
the inclination to study costs, can be vitalized, rate making will continue 
in the paths which the profit motive of the public utilities decrees. It is 
not in accord with the prevailing philosophy of business enterprise to 
expect private corporations voluntarily to renounce monopoly profits and 
practices for the benefit of society. The only alternatives to adequate 
social control are dependence on competition, direct or indirect, as a 
regulating force, or what would be a more revolutionary innovation, 
general public ownership and operation. For an abrupt and complete 
change to the latter, the nation probably is not prepared. Perhaps a 
measure of unselfish devotion to the public service on the part of all con¬ 
cerned will relieve a crisis which appears imminent. An enlightened view 
on the part of those who now control the private utility enterprises might 
be to their own long-time advantage. 
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